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PUERTO RICO CHAPTER 9 UNIFORMITY ACT 

OF 2015 


THURSDAY, FEBRUARY 26, 2015 

House of Representatives, 

Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law 

Committee on the Judiciary, 
Washington, DC. 


The Subcommittee met, pursuant to call, at 11:33 a.m., in room 
2237, Rayburn House Office Building, the Honorable Tom Marino 
(Chairman of the Subcommittee) presiding. 

Present: Representatives Marino, Issa, Walters, Bishop, Johnson, 
Conyers, and Cicilline. 

Also Present: Representatives Pierluisi and Gutierrez, 

Staff Present: (Majority) Anthony Grossi, Counsel; Andrea Lind- 
sey, Clerk; and (Minority) Susan Jensen, Counsel. 

Mr. Marino. The Subcommittee on Regulatory Reform, Commer- 
cial and Antitrust Law will come to order. 

Good morning, everyone. 

Without objection, the Chair is authorized to declare a recess of 
the Committee at any time. 

We welcome everyone to today’s hearing on H.R. 870, the “Puerto 
Rico Chapter 9 Uniformity Act of 2015.” 

And now for the record, I am going to recognize myself for an 
opening statement. 

We meet today to evaluate the merits of H.R. 870, the “Puerto 
Rico Chapter 9 Uniformity Act of 2015.” On its face, this legislation 
is very simple. Existing laws exclude Puerto Rico from allowing its 
municipalities to restructure under the Federal bankruptcy laws. 
H.R. 870 removes this exclusion and allows Puerto Rico the ability 
to utilize Chapter 9 of the bankruptcy code. 

To be clear, even if H.R. 870 is enacted into law, Puerto Rico has 
the ultimate discretion to determine whether to allow its munici- 
palities access to the Federal bankruptcy laws. While this may ap- 
pear to be a technical fix to the bankruptcy code, much is at stake 
for both Puerto Rico and investors in its debt. 

Despite its relatively small size in terms of population, Puerto 
Rico ranks among the top municipal bond issuers in the country. 
Puerto Rico, with its population of approximately 3.5 million peo- 
ple, has over $70 billion in municipal bond debt. 

( 1 ) 
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To put that in perspective, in terms of municipal bond debt, 
Puerto Rico ranks only behind California, which has a population 
of almost 39 million people, and New York, which has a population 
of approximately 20 million people. In part due to the amount of 
debt Puerto Rico has issued and because of its tax attributes, Puer- 
to Rican bonds are held by a diverse array of investors, with bond- 
holders ranging from sophisticated hedge funds to Main Street 
folks with retirement accounts. 

As we evaluate H.R. 870 today, we need to be mindful of its po- 
tential broad and wide-ranging impact, particularly on those Main 
Street investors. A significant portion of Puerto Rico’s municipal 
bonds are issued by various public corporations that provide gov- 
ernment services to the Puerto Rican population. 

For example, the public corporation facing the most severe finan- 
cial distress, the Puerto Rico Electric Power Authority, or PREPA, 
is responsible for providing, as its name implies, electricity to the 
residents of Puerto Rico. PREPA has approximately $8.6 billion in 
outstanding municipal bond debt. 

The Puerto Rico public corporations that are responsible for, 
among other things, its highways, ports, and telephone service also 
each carry billions of dollars in municipal bond debt. These are the 
types of Puerto Rican public corporations that may have to resort 
to Chapter 9 if that option is afforded to them. 

Due in part to its exclusion from the Federal bankruptcy laws for 
municipalities, Puerto Rico passed a local law that was similar in 
many ways to Chapter 9. Three weeks ago, the District Court for 
the District of Puerto Rico struck down that local law, finding, 
among other things, that it was preempted by Chapter 9 of the 
bankruptcy code. 

As a result of this decision, upon a default by a Puerto Rican 
public corporation, the contract governing its bonds is the sole 
source for methods by which parties can resolve the default. These 
are the contracts that were in place when the investors purchased 
the Puerto Rican municipal bonds, and we should be mindful of the 
potential impacts on their rights when considering H.R. 870, which 
is proposed to operate retroactively. At the same time, we should 
also consider whether H.R. 870 would bring greater stability to the 
broader municipal bond market for the benefit of all investors. 

Now this hearing is focused solely on the merits of allowing 
Puerto Rico the ability to utilize Chapter 9 under H.R. 870. We are 
not — we are not here today to evaluate the broader topic of Chapter 
9, which is beyond the scope of this hearing and an issue on which 
these witnesses are not prepared to testify. 

I look forward to today’s testimony on the merits of H.R. 870. 

[The bill, H.R. 870, follows:] 
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1 14th congress 
1st Shssiok 


H. R. 870 


To amend title 11 of the United States Code to treat Puerto Rico as 
a State for purposes of chapter 9 of such title relaxing' to the adiiistinent 
of debts of municipalities. 


IN TIIE HOUSE OF EEPRESENTATRH]S 

Febe,uaky 11, 2015 

Mr. PiEiXLXisi introduced the following bill; which was referred to the 
Committee on the Judiciar}^ 


A BILL 

To amend title 11 of the United States Code to treat Puerto 
Rico as a State for pui-poses of chapter 9 of such title 
relating’ to the adjustment of debts of municipalities. 

1 lie it enacted by the Senade and Ho use of Representa- 

2 tives of the United States of America in Congress assembled, 

3 SECTION 1. SHORT TITLE. 

4 This Act may be cited as the “Puerto Rico Chapter 

5 9 U iiiformity Act of 2 0 1 5 ” . 

6 SEC. 2. .4MENDMENT. 

7 Section 101(52) of title 11, United States Code, is 

8 amended to read as follows: 



4 
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1 “(52) The t.emi ‘State’ includes Fuerto liico 

2 and. except for the purpose of defininj>’ who may be 

3 a debtor under chapter 9 of this title, includes the 

4 District of Columbia. ’s 

5 SEC. 3. EFFECTIVE DATE; APPLICATION OF AMENDMENT. 

6 (a) Effectd’E Date, — E xcept as piuvided in sub- 

7 section (b), this Act and the ainendment made by this Act 

8 shall take effect on the date of the enactment of this Act. 

9 (b) Ai'PLKIAlTIOx op Amendment. — T he amendment 

10 made by this Act shall apply with respect to — 

11 (1) cases coininenced under title 11 of the 

12 United States Code on or after the date of the en- 

13 actmeiit of this Act, and 

14 (2) debts, claims, and liens created before, on, 

15 or after such date. 

16 SEC. 4. SEVERABILITY. 

1 7 If anj’ pimdsion of this Act, or the application of such 

18 provision to anj' person or circumstance, is found to be 

19 unconstitutional, the, remainder of this Act, or the applica- 

20 tion of that (>rovisioii to other persons or eircum stances, 

21 shall not be affected. 

O 


•HR 870 IH 
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Mr. Marino. It is now my pleasure to recognize the Ranking 
Member of the Subcommittee on Regulatory Reform, Commercial 
and Antitrust Law, Mr. Johnson of Georgia, for his opening state- 
ment. 

Mr. Johnson. Thank you, Mr. Chairman, for holding this impor- 
tant hearing. 

I support H.R. 870, the “Puerto Rico Chapter 9 Uniformity Act 
of 2015,” which would provide a vital roadmap for severely dis- 
tressed Puerto Rican municipalities to restructure their debt in the 
interest of both the citizens who rely on vital public services and 
creditors of these corporations. 

This bill will close a gap in the bankruptcy code, which excludes 
Puerto Rico for Chapter 9 municipal bankruptcy for reasons that 
are, at best, unclear. This legislation is also consistent with the 
purpose of Chapter 9, which is to provide relief to severely dis- 
tressed municipalities that have exhausted alternative remedies. 

Notwithstanding my support for H.R. 870, I close by noting that 
the municipal bankruptcy is not a cure-all, and there will be re- 
maining questions concerning the restructuring of Puerto Rico’s 
public debt. I strongly support the right of public workers to receive 
their healthcare and pension benefits, and I support Ranking Mem- 
ber Conyers’ legislative efforts to guarantee this right in municipal 
bankruptcies. 

With that, I yield the remainder of my time to Congressman 
Pierluisi, who has expertly served as Puerto Rico’s sole Member of 
Congress and resident commissioner since 2009. And I hope I have 
been correct in my pronunciation. 

Thank you, Mr. Pierluisi. 

Mr. Pierluisi. Thank you for yielding, Mr. Johnson. 

Chairman Marino and Chairman, actually, Goodlatte, who is not 
here, I would like to thank both of you for scheduling this hearing. 

I want to use my time not to explain this simple bill or to itemize 
the many reasons why it is good policy, but rather to underscore 
the broad support it has attained. Among professors and attorneys 
that specialize in bankruptcy law, support for the legislation is vir- 
tually unanimous. 

The bill has been endorsed by the National Bankruptcy Con- 
ference, which is composed of about 60 top scholars and practi- 
tioners, including Mr. Mayer, one of today’s witnesses. In addition, 
some of the most respected subject matter experts in the country 
have written to this Committee to urge enactment of the bill. This 
includes James Spiotto, an experienced attorney who has rep- 
resented bondholders in Chapter 9 proceedings and who has writ- 
ten a tour de force letter in favor of the bill. 

In Puerto Rico, where unity is rare, H.R. 870 has virtually unani- 
mous support as well. The current administration will testify for 
the bill. Senate President Eduardo Bhatia is here today to dem- 
onstrate his support for the bill. Former Governor Luis Fortuno 
has written a letter in support of the bill. The legislative assembly 
has adopted a joint resolution urging enactment of the bill, and 
nine former presidents of the Puerto Rico Government Develop- 
ment Bank have sent a letter in support of the bill. 
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In addition, 13 private sector trade associations on the island 
have signed a memorandum of agreement endorsing the bill, and 
the bill is supported by Banco Popular, Puerto Rico’s largest bank. 

Finally, the bill is supported by the vast majority of Puerto Rico’s 
creditors and other stakeholders in the investment community. For 
example, a letter in support of the bill has been sent to the Com- 
mittee on behalf of 32 funds who own billions of dollars in Puerto 
Rico bonds. 

Last week, the head of the municipal bond group at the world’s 
largest asset manager said in an interview that he supported the 
bill. A respected investment firm surveyed approximately two 
dozen market participants and found that there is nearly unani- 
mous agreement that application of Chapter 9 to Puerto Rico in- 
strumentalities is a reasonable approach and would not impair the 
normal functioning of the marketplace. Fitch Ratings has stated 
that enactment of this bill would be a positive and important devel- 
opment for Puerto Rico and holders of debt of its public utilities 
and public instrumentalities. 

Opposition to this bill comes from a very small number of invest- 
ment firms. I believe the arguments they have put forward cannot 
withstand meaningful scrutiny, and I hope that the Committee will 
not allow these objections to frustrate forward movement on this 
sensible and broadly supported bill. 

I yield back the balance of my time. 

Mr. Marino. Thank you, Mr. Pierluisi. 

And thank you, Mr. Johnson, for yielding some of your time to 
him. 

Now the Chair recognizes the gentleman from Michigan, the 
Ranking Member of the full Committee, Congressman Conyers. 

Mr. Conyers. Thank you. Chairman Marino. 

Members of the Committee, we think this is so important. A 
hearing on H.R. 870, the “Puerto Rico Chapter 9 Uniformity Act of 
2015,” before this very important Subcommittee. 

Inexplicably, the bankruptcy code excludes the Commonwealth of 
Puerto Rico for the purpose of defining who may be a debtor under 
Chapter 9. And fortunately, the measure before us — and I welcome 
the witnesses — takes care of this problem. 

Now my source for all information on Puerto Rico stems from the 
gentleman from Illinois, Chicago, who I am very proud to yield the 
balance of my time to because of his great contributions to the Ju- 
diciary Committee and to the Congress in general. 

I want to acknowledge the presence of Senator Eduardo Bhatia, 
the president of the Senate of the Commonwealth of Puerto Rico, 
as well. And so, I yield my time to the gentleman from Chicago. 

Oh, gosh, Nydia Velazquez is here, too. And Jose Serrano, a 
former all-star Member of the Congress, is here as well. And so, I 
am very happy to yield at this point. 

Mr. Marino. We can’t forget about Joe. We can’t forget about Joe 
back there. Luis? 

Mr. Gutierrez. Thank you. Thank you so much. 

Thank you. Ranking Member Conyers. 

Let me first ask unanimous consent to have Senator Eduardo 
Bhatia, president of the Senate’s statement entered into the record. 
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We gather here in the Judiciary Committee, we are usually easy 
to identify by our partisan divisions. But today should not be one 
of those days. 

Today, we are discussing how the Congress of the United States 
can help millions of U.S. citizens without spending a dime of the 
taxpayers’ money. Can you imagine that? 

And all the stakeholders agree the legislation we are discussing 
is the right course of action. The people who support statehood for 
Puerto Rico and those who do not. Republicans and Democrats, we 
are here to discuss a consensus approach, not a contentious ap- 
proach. This legislation is a wise use of the law, a step we can take 
now to avoid a bailout or a financial crisis later. 

I think the Governor of Puerto Rico has been doing a very good 
job with a very difficult situation. He has been open and trans- 
parent. He has engaged the stakeholders in restructuring the dire 
financial situation he inherited, which has plagued the Island of 
Puerto Rico for generations. 

He has worked diligently with the public corporations on the is- 
land to enlist their help and to encourage them to take the steps 
necessary to avoid a financial crisis. The Governor is dealing effec- 
tively with the situation that was left to him, but we in Congress 
can do our part to help today. 

We can help by passing this legislation that I support and that 
has been offered for our consideration by the resident commissioner 
of Puerto Rico, Mr. Pierluisi, and which is supported across the 
board by the Puerto Ricans in this Congress. 

I look forward to the testimony, and I want to thank the Chair- 
man for scheduling this hearing. I also want to say that it is a dis- 
tinct pleasure to be a Member of the Judiciary Committee with my 
fine, distinguished colleague from Puerto Rico, Congressman 
Pierluisi, and to sit here on this dais as two Members. 

And I thank all of the Members for allowing the two Members 
from Puerto Rico, one who actually lives there and one that wants 
to [Laughter.] 

Mr. Gutierrez [continuing]. To join you here and for allowing us 
time to express ourselves. And again, it is a joy to be enjoined with 
the resident commissioner of Puerto Rico, Mr. Pierluisi, in sup- 
porting his legislation. Godspeed to your legislation. Anything I can 
do, please let me know. 

Thank you. Thank you so much. 

Mr. Marino. Thank you. Congressman Gutierrez. 

Thank you. Congressman Conyers, for affording him the time. 

And without objection, other Members’ opening statements will 
be made part of the record. I think you had a document that you 
asked to be submitted or 

Mr. Gutierrez. Yes, I asked 

Mr. IssA. I would ask unanimous consent that that be placed in 
the record. 

Mr. Gutierrez [continuing]. That it be placed in the record. 

Mr. Marino. Without objection. Without objection. 

Mr. Gutierrez. No objection? Thank you, Mr. Chairman. 

[The information referred to follows:] 



Eduardo A. BfiAm 

President 


Statement to the Judiciary Committee, 
Sub-Committee on Regulatory Reform, Commercial and 
Antitrust Law 

of the United States House of Representatives 
in support of H.R. 870, a bill to amend title 11 of the 
United States Code to treat Puerto Rico as a State for 
purposes of Chapter 9 of such title relating to the 
adjustment of debts of municipalities. 

Senator Eduardo Bhatia 

President 

Senate 

Commonwealth of Puerto Rico 
February 26, 2015 

Distinguished Members of the Judiciary Committee; 

As President of the Senate of the Commonwealth of Puerto Rico, 1 fully support H.R. 
870, a bill to amend title 11 of the United States Code to treat Puerto Rico as a State 
for purposes of Chapter 9 of such title relating to the adjustment of debts of 
municipalities. Both the Chairman Tom Marino and Mr. Pedro Pierluisi from Puerto 
Puerto Rico should be commended for this effort and the expeditious nature of this 
hearing. I would like to share three observations: 

First, 1 would like to announce that with bipartisan local support, just this week both 
the Senate and the House of Representatives of Puerto Rico approved Joint 
Resolution 41 in support of H.R. 870 and to request the U.S. Congress and the 
President its expedited approval. The Federal government must pay attention to the 
current economic situation in Puerto Rico and offer real, effective and timely 
assistance. To a great extent the Island faces today difficult economic challenges 
that could have been avoided by sound federal policies in the 1990's and early 
2000's. A toxic combination of local and federal policies in the 1990's poisoned the 
well of Puerto Rico’s economy. Without any regard for decades of carefully crafting 
and building the private economy of the Island around high end manufacturing 


THE CAPrrOL, PO BOX 9023431, SAN JUAN. PR 00902-3431 
PHONE 787 . 725.2424 ' FAX 787-722.2981 » senador.hhatia@e<3uardobhatia.coin 
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2 Senator Eduardo Bhatia 
February 26, 2015 
Statement on H.R. 870 

assisted by sound federal tax policy, and at the bizarre urging of the then Governor 
of Puerto Rico, President Clinton and the US Congress repealed Section 936 of the 
U.S. IRC, over a 10 year phase-out period. The result: many companies left to go to 
Singapore, India and Ireland, directly causing Puerto Rico’s current economic 
recession lasting already close to 120 months. In the process, the cornerstone of the 
manufacturing economy of Puerto Rico was shaken with a direct impact to the 
middle class. Tens of thousands of good paid industrial engineers, chemists, 
accountants and other professionals have since left the Island. This was the turning 
point creating a spiraling fall. 

Second, I believe that there is one fundamental reason why the Federal Bankruptcy 
Law should be immediately amended to include Puerto Rico under Chapter 9: as one 
of the largest issuers of municipal bonds in the United States, with an outstanding 
debt of over $70 billion, Puerto Rico finds Itself today in a quagmire. On the one 
hand, all the operable Federal laws and regulations governing the issuance of 
securities by municipalities and state instrumentalities in the United States apply in 
Puerto Rico. On the other hand, unlike their counterparts in the 50 states, 
purchasers and issuers of those bonds have no legal mechanism to address the 
undesirable scenario of insolvency by the issuer of such securities. The result is a 
legal limbo that critically undermines the ability to effectively manage severely 
indebted, cash strapped government entities, many of which provide essential 
public services to U.S. citizens living in Puerto Rico. 

In 2014, ratings on Puerto Rico’s bonds were lowered to non-investment or 
speculative grade f'junk bonds”) by Standard & Poor's, Moody's and Fitch. Most of 
the top mutual funds, as well as millions of United States citizens in the $3.7 trillion 
municipal bond market own Puerto Rico securities, making the Island's financial 
woes of concern to the Nation as a whole. Although no one desires to have the need 
to file for bankruptcy, and certainly not a state instrumentality. Congress and the 
market understand it is a necessary and time-tested tool to reorganize and turn- 
around insolvent corporations and government entities. 

The editors of Bloomberg in an editorial published yesterday, February 25, 2015, 
forcefully advocated for the approval of this bill, lamenting that "[b]ecause Puerto 
Rico isn't a state it can't avail itself of the provisions in federal bankruptcy law to 
restructure its debt in an orderly fashion." From a legal or policy standpoint, there 
is absolutely no justification for barring Puerto Rico's instrumentalities from having 
access to Chapter 9, as the Commonwealth's instrumentalities are akin to 
municipalities in the 50 states. Tellingly, the legislative history surrounding the 
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exclusion of Puerto Rico from Chapter 9 contains none. Puerto Rico is not asking for 
special treatment: it is requesting parity of treatment with state-side municipalities. 
The uncertainty created by the absence of an insolvency regime for Puerto Rico's 
public corporations is hurting the possibilities of recovery for Puerto Rico. 

Puerto Rico needs a partner in this Congress. The executive and Legislative 
Branches in Puerto Rico have taken bold steps towards an austere, fiscally 
responsible local government since January 2013. The current Administration has 
sought to address, one by one, the multiple challenges faced by a broken fiscal 
system. In what amounts to open heart surgery on Commonwealth finances, in 24 
months we have cut spending and raised revenues to close a 32.3 billion operating 
budget deficit, ended budgetary gimmicks such as failing to budget for full debt 
service payments, pension benefits were reformed to address the severe 
underfunding of the island's public pension plans; injected more than $1 billion into 
the Commonwealth's debt ridden Ports Authority through the first FAA-approved 
airport administration public private partnership in the history of the United States; 
shored-up the chronically underfunded Highways Authority through a special 
petroleum products tax and the financially strained Aqueduct and Sewer Authority 
through a review of its rate structure; embarked in the most comprehensive energy 
reform since the 1940’s in an effort to jumpstart the island's economy. In fact, 
audited general fund expenses for FY 2012 reflect that Puerto Rico's government 
spent $11.96 billion. For FY 2013 the General Fund expenses were cut to $8.94 
billion. In terms of government employees paid for by the general fund, Puerto Rico 
had 139,640 in 2008; today there are 89,576 employees, a reduction 34% in the 
Commonwealth's payroll. 

These actions, although unprecedented, have unfortunately been insufficient to 
address all our fiscal and financial headwinds. Much work still needs to be done, 
and the possibility of insolvency is real 

Third, under Federal law, to seek protection under Chapter 9, the state has to 
specifically authorize its municipalities to file. Recent actions taken by the Puerto 
Rico Legislature support my belief that the state authorization necessary to file 
under federal law would be granted to those entities in need access to Chapter 9. In 
June 2014, for example, Puerto Rico enacted the Puerto Rico Public Corporation 
Debt Enforcement and Recovery Act [2014 PR Laws Act No. 71J, also known as the 
Recovery Act, to develop a local insolvency regime patterned after Chapter 9. 
Earlier this month, the U.S. Federal District Court of Puerto Rico held the Recovery 
Act to be unconstitutional due to it being preempted by Section 903 of the U.S. 
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Bankruptcy Code, a decision that is currently being appealed to the U.S. Courts of 
Appeal for the First Circuit. This absurd conclusion seems to suggest that states, 
territories and the Commonwealth of Puerto Rico have no right to develop public 
policies at the local level in the absence of Congressional action, a view inconsistent 
with the basic tenets of federalism in the United States and the policies underlying 
the U.S. Bankruptcy Code. But the Recovery Act's passage was a clear message by 
the Commonwealth of unwavering support for the adoption of insolvency regimes 
to address the financial challenges by certain state instrumentalities in Puerto Rico. 

Puerto Rico will ultimately need robust economic growth to escape its current fiscal 
and financial situation. Sound federal tax policy that allows the island to take 
advantage of the Island's biotech and manufacturing infrastructure to re-energize 
the local economy should be part of Puerto Rico's road to recovery. More short 
term, however, Puerto Rican instrumentalities must have access to a forum that 
allows them to re-negotiate the terms of debt instruments with their creditors for 
the benefit of all stakeholders, a forum that avoids potential disorderly defaults that 
threaten the provisions of public services to U.S. citizens living in Puerto Rico. 
Amending the U.S. Bankruptcy Code to extend application of Chapter 9 to Puerto 
Rico would provide a proven mechanism to accomplish this important goal. 


Thank you. 
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Mr. Marino. The Chair is now going to recognize Congressman 
Issa for a statement. 

Mr. Issa. I thank you, Mr. Chairman. 

Recognizing that Mr. Goodlatte is not here, I want to take a lib- 
erty and discuss very, very quickly a conversation I had with the 
Chairman night before last. 

This bill appears to be noncontroversial. It appears to be fast- 
tracked, and the Chairman viewed it that way. But in looking at 
the legislation and the effect on a nonstate player and having been 
in my past life the Chairman of the Committee that oversees enti- 
ties, including cities, counties, territories, and the District of Co- 
lumbia, there were a number of areas of concern that I hope today 
we will be addressing. 

First of all, retroactivity, contract sanctity. The reality is that a 
debtor assumes a debt based on a risk factor and is given a rate 
for that debt based on a risk factor. Those risk factors were based 
on the law in place. In fact, the absence of an ability to bankrupt 
under Chapter 9. 

Additionally, the District of Columbia is an interesting model for 
the fact that — and so is the City of New York, historically — when 
irresponsible behavior, not one crisis, not one event, but irrespon- 
sible behavior over a long period of time leads to an entity, a public 
entity — in this case, the District of Columbia or the City of New 
York — finding itself in a level of insolvency, there has been a his- 
tory of control boards, a history of preemption in return for any ac- 
tion by the sovereign body. That is not on the table here today. 

The fact is that public corporations in most of America are, in 
fact, private corporations. A major utility in most places is not 
owned by a city or a State. There are exceptions. And in fact, they 
are subject to ordinary bankruptcy. They also have an obligation to 
be fiscally responsible to their shareholders. 

That is not the case in Puerto Rico. Puerto Rico has, in many 
cases, public entities that may not be wise to continue having. It 
is not this Committee or, in fact, the Oversight Committee’s job to 
micromanage territories, cities, or the District of Columbia. But it 
is our obligation to question three things. 

One is do we have a constitutional and legitimate role in retro- 
actively changing contracts in place so that a bankruptcy could 
occur that was not in place at the time those contracts were in- 
curred? 

Two, and most importantly, is it wise to provide this even pro- 
spectively without a real plan presented from the Commonwealth 
of Puerto Rico going forward for how they are going to work their 
way out of an ongoing and systemic pattern? 

I have had the honor to serve under multiple, I guess three Rep- 
resentatives from Puerto Rico and now four Governors. I have 
found each of them decidedly different, each to care greatly about 
the people of Puerto Rico, each to be a proud American. 

But I have found that how they deal with the direction of the ter- 
ritory has been decidedly different. One seems to want to pay back 
debt. Another seems to want to run it up. Some seem to think that 
the only way to prosperity is to reduce taxes. Others have incurred 
tax increases with deficit spending. 
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That is not uncommon here in government. What is uncommon 
is to come to the Congress and say after a Federal judge says you 
don’t have a right to do something, ask for a right to do it and have 
it affect $70 billion-plus worth of contracts in place. 

So although I have not made a decision on the bill in its current 
form, I have serious questions about whether it can become law in 
its current form. And most importantly, if it does become law in 
any form, what safeguards will we insist on being in place to pre- 
vent this kind of, if you will, crisis in the territory Commonwealth 
of Puerto Rico or, for that matter, in the other territories, the Dis- 
trict of Columbia, or any other holding of the United States? 

So I take this, Mr. Chairman, as an extremely important hear- 
ing, and I hope that all of us will look at this as a bigger potential 
challenge to be addressed than just a technical correction of an 
oversight, which I believe it might have been. But these $70 billion- 
plus worth of debts are, in fact, based on people who took the law 
as it was, not as it perhaps should have been. 

And I thank the Chairman for his indulgence and yield back. 

Mr. Marino. We have a very distinguished panel before us today. 
I will begin by swearing in our witnesses before introducing them. 
Would you please stand and raise your right hand? 

Do you swear that the testimony you are about to give is the 
truth, the whole truth, and nothing but the truth, so help you God? 

[Response.] 

Mr. Marino. Okay. Let the record reflect that all witnesses have 
responded in the affirmative. 

Thank you. You may be seated. 

I am going to introduce the distinguished panel that we have 
today. And we will begin with Professor John Pottow. Am I pro- 
nouncing that correctly, sir? Good. 

Mr. Pottow is a professor at the University of Michigan Law 
School and is an internationally recognized expert in the field of 
bankruptcy law. Professor Pottow has published articles in promi- 
nent legal journals in the United States and Canada, presented his 
works at academic conferences around the world, provided frequent 
commentary for national and international media outlets, and ar- 
gued bankruptcy cases before the Supreme Court. 

Professor Pottow received his bachelor’s degree from Harvard 
College, summa cum laude, and his law degree from Harvard Law 
School, magna cum laude, where he served as treasurer of the Har- 
vard Law Review. 

Welcome, sir. 

Mr. Pottow. Thank you very much, Mr. Chairman. 

Mr. Marino. Our next witness is Ms. Melba Acosta. Ms. Acosta 
is the president of the Government Development Bank of Puerto 
Rico, referred to as the GDB, a bank that serves as the fiscal agent 
and financial adviser for Puerto Rico and all of its instrumental- 
ities. 

Prior to appointment as president of the GDB, Ms. Acosta served 
Puerto Rico in a number of capacities, including as secretary of the 
Treasury Department, chief public financial officer, director of 
0MB, and chief information officer. Ms. Acosta is a certified public 
accountant and attorney. 
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She received her bachelor’s degree in accounting from the School 
of Business Administration of the University of Puerto Rico, her 
MBA from the Harvard Graduate School of Business Administra- 
tion, and her law degree from the School of Law of the University 
of Puerto Rico. 

Welcome. 

Our next witness is Mr. Robert Donahue. Mr. Donahue is a man- 
aging director at Municipal Market Analytics, known as MMA, an 
independent research firm servicing the municipal bond industry. 
Mr. Donahue oversees research for more than 150 bank municipal 
investment portfolios and is responsible for issues pertaining to 
Puerto Rico’s municipal bond market. 

He has nearly 20 years of experience in the field and has worked 
at leading investment firms, including DWS Investment, Fidelity 
Investments, and T. Rowe Price Associates. 

Mr. Donahue received his bachelor’s degree from the College of 
Holy Cross and a master’s of public administration from Syracuse 
University’s Maxwell School of Citizenship and Public Affairs. 

Welcome. 

Our next witness is Mr. Tom Mayer. Mr. Mayer is a partner at 
the firm of Kramer Levin, where he is the co-chair of the firm’s 
Corporate Restructuring and Bankruptcy Department. Mr. Mayer 
has over 30 years of experience as a bankruptcy lawyer, principally 
representing creditors in large Chapter 11 cases. 

He also has substantial experience with municipal bankruptcies, 
where he has represented creditors in Chapter 9 cases of Jefferson 
County, Alabama, and Detroit and Michigan — in Michigan, excuse 
me. 

Mr. Mayer received his bachelor’s degree, summa cum laude, 
from Dartmouth College and his law degree, magna cum laude, 
from Harvard Law School, where he was editor of the Law Review. 

And welcome to all. 

Each of the witnesses’ written statements will be entered into 
the record in its entirety. I ask that each witness summarize his 
or her testimony in 5 minutes or less. To help you stay within that 
time, there is a timing light in front of you. The light will switch 
from green to yellow, indicating that you have 1 minute to conclude 
your testimony. 

When the light turns red, it indicates that your time has expired. 
And if that happens, I will politely just give you a little tap to give 
you an indication and ask you to wrap up quickly. 

I am going to start now with Professor Pottow for his opening 
statement. Sir? 

TESTIMONY OF JOHN A.E. POTTOW, ESQ., PROFESSOR OF 
LAW, UNIVERSITY OF MICHIGAN LAW SCHOOL 

Mr. Pottow. Thank you very much, Mr. Chairman and Ranking 
Members. And thank you for the opportunity to be able to talk at 
this hearing today on this important matter. 

I think that the comments were well taken that it seems like this 
is a technical bill, and I think that is why there is unanimous sup- 
port amongst the bankruptcy community for this correction. But 
there also are some serious concerns that we should be mindful of 
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in thinking of something of this nature to correct the bankruptcy 
code. 

And so, I would like to touch a little bit about those bankruptcy 
concerns and then talk, if I don’t run out of time, about the experi- 
ence that Detroit has had with its Chapter 9, its recent Chapter 
9 restructuring of that city. 

The concerns of the bankruptcy code with regarding, talking 
about a retroactivity or talking about applying a change to pre- 
existing debts is one that the Supreme Court has actually had occa- 
sion to wrestle with because we have amended the bankruptcy laws 
several times through this Nation’s history. In the 19th century, we 
had temporary bankruptcy laws that expired. They had to reenact 
them, and then we had the comprehensive overhaul of 1978. 

And what the Supreme Court did was draw a distinction between 
contract rights and property rights. And basically, in the Moyses 
case, which is cited in my letter at page 4, it came to the conclusion 
that because of the bankruptcy clause power that the Congress has, 
everyone who makes an investment is already on notice that if 
Congress chooses to exercise its regulatory right in a bankruptcy 
matter, that a debtor might avail himself to those bankruptcy laws, 
and so they go in knowing that those laws might change. 

And that makes good sense, not just a matter of constitutional 
law, but as a matter of bankruptcy law as well. Because if you 
tried to have a restructuring like a Chapter 11 for the private sec- 
tor or Chapter 9 for the public sector, but only half the debts could 
be restructured, and the other half couldn’t be restructured, you 
would have this sort of Frankenstein hybrid where some people 
were making difficult compromises and other people walked in with 
a straight veto and say, “I don’t have to show up at the table.” 

And that is antithetical to what the idea of a restructuring is. It 
is to get everyone to come in together, to have the stakeholders 
come together, everyone makes concessions. And one sign that 
there has been a good restructuring is that if everyone leaves 
slightly unhappy, there has probably been a good deal that has 
been reached by all. 

Now with property rights, there is a greater concern because we 
have the takings clause of the Constitution, and that is something 
the Supreme Court gets very concerned about is when there is 
property rights. So, for example, in bankruptcy, a secured creditor 
would have a property right of sorts by having a lien on collateral. 

And there is one provision in the bankruptcy code that I am fa- 
miliar with, which is Section 522(f), which is pretty much Congress 
at its most invasive on property rights and bankruptcy. And what 
522(f) does is it just erases liens on property. There are certain 
liens on secondhand consumer goods that basically the Congress 
thought was extortionate, and so it says those liens are not enforce- 
able in bankruptcy. They can be canceled in bankruptcy. 

And when that amendment was passed to the bankruptcy code, 
it went to the Supreme Court, and the Supreme Court said, well, 
that is actually taking away a lien. That is just more than a con- 
tract investment. That is a property right. 

And so, they avoided a difficult constitutional question in the Se- 
curity Bank case, which is also in my letter at page 4, by saying 
we are going to interpret 522(f) to apply prospectively only. So this 
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thing that cancels hens, we are not going to apply it to preexisting 
liens, only if you have a lien that is done after this enactment oc- 
curred. 

And they cited the old cases on contract law to draw a distinc- 
tion. They said, by contrast, if this was just an investment, that 
would be fine, and these sorts of amendments to the bankruptcy 
code take place all the time. 

I do think that it is interesting that Puerto Rico has taken what 
I consider to be a moderate approach when it tried to pass its Re- 
covery Act. It has been struck down as unconstitutional, and the 
reason why is they said that is the purview of the Federal Govern- 
ment. So if you want to have a bankruptcy regime, go off and talk 
to Congress, which was an invitation of the court to do so. 

And in that Recovery Act, Puerto Rico chose to apply its version 
of a Chapter 9 law only to a subset of public entities that otherwise 
would be available under Federal Chapter 9. So they did not apply 
it to cities, which they otherwise could. 

And that makes sense because you see different States take dif- 
ferent approaches about how they want to use Chapter 9. Some 
States forbid it. Some States allow it. Some are in the middle. 
Puerto Rico might be in the middle. 

I would like to make two quick points about Detroit, if I could. 
Number one, it was a comprehensive overhaul that had not just fi- 
nancial restructuring and financial pain, but also had operational 
change. 

There has been $1.7 billion of capital investment pursuant to a 
10-year plan that was laid out in the disclosure statement that the 
creditors voted on and supported. The bondholders and the pen- 
sioners all got together and supported this plan, recognizing their 
need to be operational changes and financial oversight. 

And some said Chapter 9 is going to kill you. The municipal cap- 
ital markets will never let you borrow money again, and you are 
going to lose your credit rating. Well, the financing Detroit got in 
its Chapter 9 is short term. It is private debt, and it rolls over in 
4 months. And they are getting prepared to roll over that debt and 
go out to the capital markets again. 

And what has happened to Detroit as a consequence of its suc- 
cess in Chapter 9 is it is going to get investment grade rating. And 
so, that capital is going to be priced at a lower level than I)etroit 
has ever been able to have before, and that is part of the success 
of the Chapter 9 process for the City of Detroit. 

Thank you, Mr. Chairman. 

[The prepared statement of Mr. Pottow follows:] 
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The Honorable Bob Goodlatte 
Chairman 

House Committee on the Judiciary 
2138 Rayburn House Office Building 
Washington, DC 20515 

The Honorable Tom Marino 
Chairman 

Subcommittee on Regulatory Reform, 
Commercial and Antitrust Law 
House Committee on the Judiciary 
2138 Rayburn House Office Building 
Washington, DC 20515 


The Honorable John Conyers, Jr. 

Ranking Member 
House Committee on the Judiciary 
B-351 Rayburn House Office Building 
Washington, DC 20515 

The Honorable Henry C. "Hank“ Johnson 
Ranking Member 

Subcommittee on Regulatory Reform 
Commercial and Antitrust Law 
House Committee on the Judiciary 
B-3S1 Rayburn House Office Building 
Washington, DC 20515 


Re: H.R, 870. Puerto Rico Chapter 9 Uniformity Act of 2015 ("HR 870"! 

Dear Chairman Goodlatte, Ranking Member Conyers, Chairman Marino and Ranking Member 
Johnson: 

Thank you for the opportunity to testify on HR 870. I offer my full support for this long-overdue 
technical correction to the Bankruptcy Code. 

Let me start by emphasizing HR 870's narrow focus. It does not authorize municipalities’ to file chapter 
9 bankruptcies in Puerto Rico. Rather, it confers upon Puerto Rico the decision-making authority already 
accorded the states to decide whether, and under what conditions, its municipalities can file. Some 
states forbid their municipalities from filing chapter 9s. See, e.g., Ga Code Ann. § 36-80-5. Others do 
not. See, e.g., Aua. Code 5 11-81-3. Many in the middle put strings on the ability to file, such as pre- 
clearance by financial advisory boards administered under state law. See, e.g., Mich. Comp. Laws. Ann. 


’ I use the term "municipalities'* here to refer not solely to cities but to all public entities as that term is used in the 
Bankruptcy Code (which is title 11 o( the U.S. Code). See 11 U.S.C § 101(40) (defining "municipality” as Including 
political subdivisions, public agencies, or instrumentalities of a State). 
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§§ 141.1541 etseq Thus, at the risk of being pedantic, I underscore that this is not a vole on whether 
San Juan can file a chapter 9. The discussion is whether to remove Puerto Rico from the infantiliiing no 
man's land it finds itself in under current bankruptcy law for no apparent reason: unable to authorize its 
municipalities to file for chapter 9 under the federal Bankruptcy Code, see 11 U.S.C. § 101(52), but also 
impotent to pass its own Commonwealth law analogue to chapter 9 (at least according to the recent 
invalidation of its attempt to do so, see Franklin California Tax-Free Trust v. Puerto Rico, No. 14-1518, 
2015 WL 522183 (D. P.R. Feb. 6, 2015) ("District Court Opinion") (striking down The Puerto Rico Public 
Corporation Debt Enforcement and Recovery Act, Act No. 71 (June 25, 2014) ("Recovery Act")). 

According Puerto Rico the status enjoyed by the states to "make the chapter 9 call" for itself seems both 
sensible and equality-promoting. I am unaware of any bankruptcy scholar who opposes this proposal, 
and this is not an academic community shy about expressing disagreement. 

One reason it makes so much sense to fix the Bankruptcy Code with this amendment is that it is not 
even clear why Puerto Rico was excluded from the chapter 9 process In the first place. When Congress 
undertook its comprehensive modernization of the bankruptcy laws culminating in the 1978 Code, there 
was no exclusion of Puerto Rico from chapter 9 under the Code - because there was no definition of 
"State."^ In fact, Puerto Rico probably was eligible to access chapter 9 if one reverts to the preceding 
bankruptcy law. the Bankruptcy Act of 1898, which included Puerto Rico under the definition of 
"States." Bankruptcy Act of July 1, 1898, ch. 541, 30 Stat. 544, §1(29) (repealed 1978) ("1898 Act"). 

Thus, although there is some academic debate on the question, in 1978 Puerto Rico most likely could 
have authorized its municipalities— or forbidden them - from filing for relief under chapter 9. just as all 
the other states could. Any misconception of longstanding historical exclusion of Puerto Rico from 
chapter 9 should be corrected right away. 

When Congress began a series of technical corrections to the Code - dating back to legislation being 
considered as early as 1979 - somehow a new definition of "State" got worked into the Code that 
eliminated Puerto Rico from chapter 9 only. It Is not clear whether this was a "scrivener's error" or 
other such inadvertence because there is absolutely no legislative history of any debate suggesting 
Congress made this exclusion intentionally. To describe the legislative history as "complicated” is 
understatement. The Senate proposed a bill to define "State" to include, inter alia, "the Commonwealth 
of Puerto Rico," S 658, 96th Cong. (1st Sets, 1979), and explained that Puerto Rico was "inadvertently 
left out of the definition of 'state' during passage of the [1978 Code)," S. Rep, No. 96-305 (1979), an 
already-confusing explanation because there was no definition of "State" in the 1978 Code to be 
correctedi That bill never got enacted, but at some point an amendment came back from the Mouse- 
over many back and forths on different matters - that has the current definition still in force today. 


^ The 1978 Code also had no definition of "United States," so there is some academic debate about whether the 
Code initially even applied to Puerto Rico at all, which may have been one of the motivations for the technical 
corrections to follow. Further complicating the fact is that the 1978 Code's definition of governmental units, c/. 11 
US.C. § 101(27) (current definition, which Includes 'Territory"), only Included "State" and "Commonwealth," 
which could be used to infer an exclusion of Puerto Rico - unless it was already included by virtue of being a 
"Commonwealth." Good historical discussion that notes the debate can be found In Stephen J. Lubben, Puerto Rico 
and the Bankruptev Clouse, 88 Am. Bankr. t. J. 553 (2014). 
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which did not get enacted until 1984. See Bankruptcy Amendments and Federal Judgeship Act of 1984, 
Pub. L. No. 98-353, 98 Stat. 333 (enacting 11 U.S.C. 5 101(52)). There is no indication why the House 
made the change that eventually got into law, and in fact there is indirect evidence Congress was 
contused as to just what it was doing.* Thus, Puerto Rico became stripped of its access to chapter 9 for 
reasons that are at best mysterious and at worst unintentional. 

The matter probably attracted no serious congressional attention because of relatively healthy market 
conditions during a prosperous run of the U.S. economy. The Great Recession starting in 2008 brought 
considerable financial distress to light, however. Including that plaguing municipalities. Chapter 9 has 
not Just been dusted off but is now being used with greater frequency, such as with the much-vaunted 
emergence of Detroit from bankruptcy with a confirmed plan of adjustment. See In re City of Detroit, 
524 B R, 147 (Bankr. E.D. Mich. 2014) ("Detroit Confirmation Order"). It is thus no surprise that 
attention Is turning to the use of chapter 9 by financially troubled municipalities. 

Facing need to deal with financial distress afflicting some of Its municipalities and its bizarre exclusion 
from chapter 9 of the Bankruptcy Code, the Commonwealth chose to pass Its own "Recovery Act," which 
attempted to mimic many of the features of chapter 9. That statute was recently held unconstitutional 
by the federal district court in Puerto Rico and that judgment is already on appeal (which Puerto Rico 
has asked the Court of Appeals for the First Circuit to expedite). Had HR 870 been law, it is likely this 
entire debacle could have been avoided. 

While that opinion is on appeal, and while I think there are respectable arguments on both sides 
regarding the constitutionality of the Recovery Act, I do note one important thing that Act taught us. 
Puerto Rico, when it had the choice to express Its own preferences in enacting the Recovery Act, evinced 
a desire to have some, but not all, public enbtles that would qualify as "municipalities" under chapter 9 
have access to what it called "public sector obligor" bankruptcy relief Specifically, while utilities, like 
the debt-laden Puerto Rico Electric Power Authority ("PREPA"), were included in the definition of eligible 
debtors, cities and towns were not. See Recovery Act § 102(50), (113). While of course Puerto Rico 
might - like any state can - change its mind to allow fewer or greater entities access to chapter 9, it is 
informative that left to its own deliberative devices, Puerto Rico took a modest, incremental ground to 
public debt restructuring: allowing some but not all entities to do so. And Indeed, this Is somewhat the 
point of chapter 9's deference to state gatekeeping for eligibility: allowing fifty flowers of different 
policy approaches to bloom. 

Given my support for HR 870, Members of the Committee may want to know if I perceive infirmities in 
Its drafting. I do not. It is cleanly drafted. Short and sweet, it gets into the exclusion of Puerto Rico 
from the definition of State, puts it back in, and then ends. Best of all, the bill contains a clause making 
explicit the intent to apply to debts incurred prior to its enactment. See HR 870 §3(b)(2). This is a good 


* A Senate Report accompanying one of the exchanges that dragged out over multiple years repeated the 
boilerplate explanation that the bill was fixing inadvertent omissions from the 1978 Code, such as an exclusion of 
Puerto Rico from the delinltion of "State" (which was actually never defined), even with the current language that 
carved Puerto Rico out from access to chapter 9 and thus excluded it from the definition of "State." See S, Rep. 
No. 97-150(1981). 
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thing. The point of bankruptcy law is to provide comprehensive, final resolution of general financial 
default. Allowing only some debts (future debts), but not others (pre-existing debts), to be resolved is 
pointless. There is no such thing (or, more precisely, no such useful thing) as a "half-restructuring." 

Some might worry that HR 870 applying "retroactively" to pre-existing debts is somehow unfair or even 
unconstitutional to the holders of that debt. This concern is mistaken. The Nation has had numerous 
bankruptcy laws throughout its history, some lasting only temporarily (the first "permanent" one was 
the previously mentioned Act of 1898). See, e.g., 8ankruptcy Act of Apr. 4, 1800, ch. 19, 2 Stat. 19 
(repealed 1803). Those laws generally applied to pre-existing debts when enacted, and the Supreme 
Court confirmed the permissibility of Congress exercising its power under the Bankruptcy Clause in this 
manner See, e.g., Hanover Nat'l Bank v. Moyses, 186 U.S. 181, 188 (1902). This of course makes sense, 
because Congress has authority under the Constitution's Bankruptcy Clause to adjust debts, see U.S. 
Const, art. I, § 8, cl. 4, putting all on notice that their contractual rights are always subject to adjustment 
by the Congress should a debtor ever avail itself of bankruptcy relief. (The Constitution's Contracts 
Clause does not apply to the federal government. Id. § 10, cl. 1 ("No State shall . . . pass any . . . law 
Impairing the Obligation of Contracts . . 

The only time retroactivity is a concern Is under the Takings Clause, id. § amend. V, and that in turn is 
only Implicated when property rights are impaired. In bankruptcy, such concerns are rare, because the 
Code - in chapter 9 and throughout - is scrupulous about protecting the property rights of secured 
creditors, the primary instance in which properly rights come into play. Secured creditors hold Hens on 
collateral, and so one could argue that the Bankruptcy Code's invalidation of those property rights might 
Implicate the Takings Clause. I say "might" because the issue has never been definitively resolved by the 
Supreme Court, and its resolution would involve an interaction between the Bankruptcy Clause and the 
Takings Clause that would be complex. But it is fair to say that there is "concern" about the retroactive 
application of bankruptcy laws to eliminate state-created property rights. The most recent 
pronouncement the Supreme Court had to offer was in the case of United States v. Security Indus. Bonk, 
459 U.S. 70, 82 (1982), in which It held that section 522(f) of the Bankruptcy Code - which cancels liens 
on certain types of second-hand household property of consumers (and thus does not just impair but 
destroys those lienholders' property rights) - would apply only prospectively to liens created after its 
enactment to avoid constitutional difficulties. The Court was unanimous in its opinion. Fortunately, as 
mentioned above, the Bankruptcy Code is quite protective of the value of secured creditors' liens, 
assuring them protection in myriad ways. See, e.g., 11 U.S.C. §§ 506(a) (allowing each secured creditor 
an allowed secured claim for the full value of its collateral), 1129(b)(2)(A) (providing objecting secured 


* At the risk of inundating the Committee with too much detail, I note the Contracts Cause and retroactivity 
concerns did constrain the enactment of state bankruptcy laws, which actually abounded In the nineteenth 
century before permanent federal bankruptcy legislation was enacted. See, e.g.. Act of March 21, 1788, ch. 92 N.Y. 
Laws 823 Due to the Contracts Clause, those laws were valid only if they discharged debt incurred after the dates 
of their enactment. See Surges v. Crowninshield, 17 U.S. 122 (1819). 
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creditor minimum entitlement to the value of Its allowed secured claim in chapter 11), 132S(a)(5)(B) 
(same, in chapter 13).* 

Given the widespread academic support and clean drafting of the bill, do I anticipate any opposition? 

On grounds of principle — that Puerto Rico should not be considered worthy of making its own decisions 
on the bankruptcy treatment of its municipalities - 1 do not anticipate objection. Indeed, I would be 
hard-pressed even to Justify objection. Who even wants to make the argument that the elected 
representatives of Puerto Rico are somehow less competent or wise on matters of bankruptcy law than 
their state government analogues? Not any well-socialized bankruptcy scholar, or any scholar, for that 
matter. 

That said, I suppose I could see objection based not on principle of continuing to treat Puerto Rico as 
unequal to the stale governments In terms of chapter 9 decision-making but on a generalized aversion 
to chapter 9. That Is, I can imagine someone saying, "I don't like chapter 9, period, and so the fewer 
entities that can use it, the better!" If that sort of objection is launched, the Committee should reject it. 
This is because an objection of this sort is unprincipled unless it is tethered to a specific argument about 
why drawing a distinction between Puerto Rico and other states is justified. It is fine (although in my 
view wrong-headed) to object to chapter 9. It is not fine to deploy arbitrary discrimination in access to 
chapter 9. Imagine a bill proposing to amend the Bankruptcy Code to render ineligible for letting its 
municipalities use chapter 9 any state beginning with the letter "M." Now imagine a supporter 
enthusing on the grounds that it's a great idea because chapter 9 is terrible, and so the fewer states that 
use It, the better. That would not be a morally acceptable legal argument to the people of Michigan, 
regardless of how deeply held the proponent's objections to chapter 9 were. Rather, principled 
objection would have to craft an argument explaining why M states were worse decision-makers than 
other states regarding access to chapter 9. As said, neither I nor any other scholar of whom I am aware 
can come up with such an argument regarding why Puerto Rico is worse than the fifty state 
governments that get to make that decision already. Thus, if the Committee gets objections premised on 
generalized disenchantment with chapter 9, it should resist indulging them. 

As said, I believe unhappiness with chapter 9 is wrong-headed. Indeed, allow me to sing the praises of 
chapter 9, especially in light of our beyond-expectations recent success in Detroit. Chapter 9 - like 
chapter 11 - allows collective resolution of a municipal debtor's financial distress. In the absence of a 
collective forum, value-destroying fights with Individual creditors will consume what little assets there 
are for repayment. The orderly resolution of debt in the U.S. chapter II bankruptcy system Is world- 
renown and increasingly emulated. See, e.g., Jay Lawrence Westbrook, A Global Solution to 
Multinational Default, 98 Mich. L. Rev. 2276 (20CX)). To be sure, chapter 9 is not the mirror image of 
chapter 11 because of obvious differences (e.fl., no shareholders of a city to wipe out, no liquidation 
alternative to failure of a plan). But the general construct of consensual debt resolution with super- 
majoritarian buy-in is critical to solving the destructive Influences of holdouts with which bankruptcy law 


* Note the Takings Clause Is concerned not with the properly Itself but with the value of that property and that It 
not be taken without paying "Just compensation," U.S. Const, amend, V. Hence the Bankruptcy Code's focus Is on 
protecting the value of the lien and not the collateral Itself. 
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is so fundamentally concerned. To that end, most creditors should welcome the addition of chapter 9. 
One need not wander very tar into the world of sovereign debt - where there is no chapter 1 1 or 9 
system; indeed, there is no "system" - to see the unpalatable alternative. Circumstances have grown so 
dire in that realm that the United Nations just held meetings on how best to resolve sovereign debt 
distress given the value-detracting lack of a coherent international system. See Ad Hoc Committee of the 
General Assembly on a Legal Framework for Sovereign Debt Restructuring Processes: A First Step in the 
Right Direction, Feb. 24, 2015 (U.N. Website Announcement).® 

Perhaps some of the opposition to chapter 9 more generally arises from a concern that municipalities 
might "rush into" chapter 9 as a way to evade creditors and not take tougher steps, like cutting 
expenses or raising revenues. In other words, the fear is that chapter 9 might be a first, and not last, 
resort. This fear misunderstands chapter 9. Unlike chapter 11, chapter 9 imposes specific eligibility 
requirements, one of which is demonstration that the debtor has negotiated in good faith with the 
creditors. See 11 U.S.C. § 109(c)(S)(B). Debtors rushing to bankruptcy court will find themselves running 
straight into this bar. And once in, debtors still have to show that a plan of adjustment is fair and 
equitable to objecting creditors. See id. § 901(a) (incorporating id. § 1129(b)(1)). For example, in the 
Recovery Act litigation, it was alleged that PREPA had not tried to resolve its financial distress because It 
had not raised rates for decades. See District Court Opinion at *24. These sorts of allegations are 
precisely the sorts of objections that one could bring in a chapter 9 hearing and would receive a judge's 
careful scrutiny. (In our Detroit case, the bankruptcy court noted how the tax-strapped residents of 
Detroit no longer had a city that could afford "basic police, fire, and emergency medical services that Its 
residents need for their basic health and safety" in finding the city eligible to file. See In re City of 
Detroit, 504 B.R. 97, 112 (Bankr. E.D. Mich. 2013).) Indeed, so far is chapter 9 from a first resort in 
Michigan that the previously cited law that restricts access to chapter 9 has multiple steps of financial 
review boards, emergency financial managers, governor's recommendations and so on, that must be 
climbed well before a municipality can get anywhere near a bankruptcy courtroom. 

This brings me to a final point: chapter 9 worked well for Detroit I do not mean to minimize the hurt felt 
by pensionholders and other workers - non-uniformed retirees took on average an almost 5% cut to 
their pensions (on top of healthcare clawbacks, COLA reductions, and the like). See Detroit Confirmation 
Order at 179-85. But it could have been much worse. Bondholders argued strenuously that those 
concessions were not nearly enough and were showing unfair favoritism; yet even the bondholders 
came on board and supported the plan of adjustment, ultimately arguing the court should approve it 
See id. at 163. And the transformation to the residents of Detroit cannot be overstated. 5treet lights 
are coming back where there was literally darkness before. See Matt Helms et ai. Nine Ways Detroit Is 
Changing After Bankruptcy, Detroit Free Press (online ed., Nov. 9, 2014). There are lots of lower-income 
residents who rely on the public services, such as transportation, who now benefit from the collective 
sacrifices of pensioners and bondholders alike. Most importantly, the bankruptcy court focused on the 
"feasibility" of the Detroit plan, to make sure the city maximizes its chances of never falling into financial 


® Available at: http://www.unctad.info/en/Debt-Portal/News-Archlve/Our-News/Ad-hoc-Commlttee-of-the-GA-on- 
a-legal-fiamework for-sovereigo-debi-restruclurlng-processes-a first -step-in-the-right-directlon. 
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distress again. See Detroit Coitfirmation Order at 223. Without chapter 9, 1 am not sure where Detroit 
would be today. 

Detroit's success may provide a path for Puerto Rico's municipalities. Or it may not. The point is, 
Detroit's access to chapter 9 was something the elected representatives of the State of Michigan 
decided on. That decision, whatever It may be, should similarly fall on the elected representatives of the 
Commonwealth of Puerto Rico. 


Yours very truly. 



John A. E. Pottow 

John Philip Dawson Professor of Law, 
University of Michigan Law School 
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Mr. Marino. Thank you, Professor. 

President Acosta, please? 

TESTIMONY OF MELBA ACOSTA, ESQ., PRESIDENT, 
GOVERNMENT DEVELOPMENT BANK FOR PUERTO RICO 

Ms. Acosta. Thank you. Chairman Marino, Ranking Member 
Johnson, and Members of the Subcommittee. 

I am the president of the GDB, as we already know, that is 
known. The GDB and the Commonwealth of Puerto Rico appreciate 
the opportunity to participate in this hearing. 

The fiscal and economic situation in Puerto Rico is critical. Puer- 
to Rico’s economy has still not recovered from the financial crisis 
and the great recession. Unemployment remains double the na- 
tional average, and the average personal income per capita is ap- 
proximately $17,000. 

Our population is declining, as many talented people move to the 
mainland United States. Puerto Rico’s unprecedented economic dif- 
ficulties have contributed to rising budget deficits at all levels of 
government. Today, Puerto Rico has $73 billion in public debt out- 
standing, with a total population of less than 3.6 million U.S. citi- 
zens. 

Puerto Rico’s Governor, Alejandro Garcia Padilla, took office in 
2013 and has forcefully responded to these challenges in an effort 
to achieve long-term fiscal sustainability. My written testimony 
highlights these efforts in detail. 

One critical component of fiscal sustainability is ensuring that 
Puerto Rico’s public corporations, which are government-owned 
municipal corporations, become self-sufficient. The public corpora- 
tions are essential to the well-being of residents because they pro- 
vide basic public services, including water, sewer, electricity, and 
transportation. 

Puerto Rico’s three largest public corporations have $20 billion in 
debt. Our public corporations are not eligible for Federal bank- 
ruptcy protection, and in response, Puerto Rico adopted the Debt 
Enforcement and Recovery Act last June. The Recovery Act filled 
a gap in the U.S. bankruptcy code to permit Puerto Rico’s public 
corporations to adjust their debt in an orderly process, much like 
Chapters 9 and 11 of the bankruptcy code. 

A Federal judge, however, recently struck down the Recovery 
Act, holding that it preempted — that it is prevented by the bank- 
ruptcy code. Both the Commonwealth and the GDB disagree with 
this decision and expect the decision to be reversed on appeal. 

We support amending Chapter 9 to permit Puerto Rico to have 
the same opportunity as the 50 States to determine whether its 
public corporations should be eligible to utilize Chapter 9. In the 
event that H.R. 870 is adopted, there will be no need for the Recov- 
ery Act. 

The practical and unfortunate result of the recent court decision 
on the Recovery Act and the exclusion of Puerto Rico from Chapter 
9 is that there is no currently available legal regime for Puerto 
Rico’s public corporations to restructure their obligations. The lack 
of clear legal authority has created an environment of uncertainty 
that makes it difficult to address Puerto Rico’s fiscal challenges. 
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First, the credit markets require a risk premium to compensate 
for this uncertainty. This, in turn, will make it more expensive for 
public entities in Puerto Rico to borrow money in the future. 

Second, investors may have little appetite for Puerto Rico’s up- 
coming bond issuance, which is essential to provide the central gov- 
ernment and GDB with liquidity. 

Third, the lack of a clear legal framework to restructure the obli- 
gation of our public corporations undermines the central govern- 
ment’s objective of making public corporations self-sufficient. 

Fourth, the absence of a clear legal framework depresses eco- 
nomic growth, and it makes long-term planning nearly impossible. 

Finally, if the public corporations default on their obligations and 
there is no clear legal regime, creditors may attempt to exercise 
remedies by appointing a receiver and asking the Energy Commis- 
sion to raise utility rates. This could trigger years of litigation and 
create liquidity pressures, exacerbating Puerto Rico’s overall fiscal 
situation. 

I would like to stress that no decision has been made as to 
whether any public corporation intends to file under Chapter 9, 
should it become available, and the Commonwealth and the GDB 
see Chapter 9 only as an option of last resort. In any event. Chap- 
ter 9 would not apply to debt issued directly by the Common- 
wealth. 

Chapter 9 establishes a legal regime that is already understood 
by suppliers, creditors, and investors. It would provide an orderly 
process requiring good faith negotiation under the supervision of an 
experienced judge. 

I would like to thank the Subcommittee for giving me the oppor- 
tunity to participate in this hearing, and I am looking forward to 
your questions. 

[The prepared statement of Ms. Acosta follows:] 
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Chairman Marino, Ranking Member Johnson, and members of the subcommittee: 

My name is Melba Acosta-Febo, and I am the President of the Government Development 
Bank for Puerto Rico (the “GDB’'). Before assuming this position in October 2014, 1 was the 
Secretary of Treasury of the Commonwealth of Puerto Rico. 

1 want to thank the subcommittee for giving the Commonwealth of Puerto Rico (“Puerto 
Rico ’4 and the GDB the opportunity to participate in this hearing. The GDB is charged with 
safeguarding the fiscal stability of Puerto Rico and promoting its economic competitiveness. 

The GDB is also charged with serving as the fiscal agent and financial advisor for Puerto Rico 
and all of its instrumentalities. The GDB has a significant interest in the subject matter of this 
hearing, and along with the Commonwealth and the Governor of Puerto Rico, supports H.R. 870, 
which would treat Puerto Rico as a “State” for the purposes of Chapter 9 eligibility under the 
U.S. Bankruptcy Code. 

Economic Overview of Puerto Rico 

The fiscal and economic situation in Puerto Rico has reached a critical moment. The 
Legislative Assembly has declared a fiscal emergency in Puerto Rico. 

Puerto Rico’s economy is closely tied to the United States but was disproportionately and 
adversely impacted by the U.S. financial crisis and the Great Recession. For example, economic 
growth in Puerto Rico was negative or weak between 2007 and 2014, which is materially worse 
than in the rest of the United States during the same period. Growth continues to pose a 
significant challenge as a result of many factors, including some beyond Puerto Rico’s control. 
An example of this was the repeal and phase-out by Congress of Section 936 of the Internal 
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Revenue Code, which provided tax benefits for certain businesses (including large 
pharmaceutical companies) operating in Puerto Rico. The elimination of these tax benefits has 
led to a significant contraction in employment in Puerto Rico’s manufacturing sector, leading to 
a significant adverse impact on economic growth. 

Unemployment has remained at elevated levels, suggesting continued weakness in Puerto 
Rico’s economy, exceeding 1 5% for many years following the financial crisis. Puerto Rico’s 
unemployment rate was approximately 12.1% as of December 2014, while unemployment in the 
rest of the United States dropped to 5.6%. Nearly half of all residents in Puerto Rico qualify for 
low-income health insurance subsidies, and the average personal income per capita, including 
transfer payments, was approximately $17,000 in fiscal year 2013. Moreover, Puerto Rico’s 
population, unlike the rest of the United States, has declined in each of the last five years 
resulting in part from migration to the mainland United States. 

Puerto Rico’s unprecedented economic difficulties have contributed to rising budget 
deficits at all levels of government, including at Puerto Rico’s municipal or “public” 
corporations. To continue providing essential public services, and to close those deficits, these 
public corporations routinely accessed the market, or relied on interim financing from the GDB 
or private sector banks, to finance their budget deficits. Today, Puerto Rico’s government, 
including its public agencies, divisions, instrumentalities and public corporations, has 
approximately $73 billion in public debt outstanding with a total population of less than 3.6 
million residents. In addition, Puerto Rico’s public pension funds, although subject to a major 
overhaul during fiscal year 2014 that reduced future annual cash flow needs, still face significant 
unfunded actuarial accrued liabilities, which will require increased governmental pension 
contributions in upcoming years. 
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Governor Alejandro Garcia Padilla took office in 2013 and has forcefully responded to 
these unprecedented fiscal challenges in an effort to achieve long-term fiscal sustainability. 
Within two years of taking office, the administration has materially reduced budget deficits by 
raising revenues and cutting expenses; has imposed unprecedented cost-control measures at the 
central government and public corporation levels; has established limits on government payroll 
(as of November 2014, there were 92,842 government employees paid from the General Fund, 
compared to 139,640 in 2008); has implemented comprehensive pension refonn; has imposed 
loan origination discipline at the GDB; has completed and is actively exploring public-private 
partnerships; and has reformed rates at certain public corporations. The federal government has 
shown continued support for the difficult measures that the Garcia Padilla administration has 
taken to address long-term fiscal sustainability in Puerto Rico, and we look forward to having 
continued support from all levels of the federal government as we address many of the remaining 
challenges that lie ahead. 

One critical component of the administration’s commitment to fiscal sustainability is 
ensuring that Puerto Rico’s public corporations can become self-sufficient and are no longer 
dependent on voluntary contributions by the GDB or the central government for their financing 
needs. The public corporations, which are government-owned municipal instrumentalities, are 
essential to the wellbeing of residents because they provide basic public services including water 
and wastewater services, electric power, and transportation. Three of the most critical public 
corporations in Puerto Rico are: (1) the Puerto Rico Electric Power Authority (often referred to 
as “ PREPA ”). which provides substantially all of the electricity to residents and businesses in 
Puerto Rico; (2) the Puerto Rico Aqueduct and Sewer Authority (often referred to as “ PRASA ”). 
which provides 97% of the water and 59% of the wastewater services to residents in Puerto Rico; 
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and (3) the Puerto Rico Highways and Transportation Authority (often referred to as “ PRHTA ”~I. 
which is responsible for highway construction and maintenance on the island. 

The public corporations, like all municipal utilities, charge fees associated with their 
services. Because Puerto Rico is an island, the cost of providing these services is often much 
higher than in the mainland United States. In November 2014, for example, utility customers in 
Fhrerto Rico paid more than twice the national average per kilowatt hour for electricity. 
Nonetheless, these public corporations have had chronic budget deficits in recent years resulting, 
in part, from population and economic decline. In 2012-2013 alone, the combined deficit of 
PREP A, PRASA, and PRHTA was over $800 million. Public corporations have historically 
financed their deficits by relying on the central government in Puerto Rico; on loans from GDB 
or private sector banks; and on capital market financings. These recurring deficits ballooned the 
debt of these three public corporations. The deficits, when combined with borrowings for 
infrastructure projects, have left these three public corporations with over $20 billion in debt. 

Certain of these public corporations currently lack market access and have been shut out 
from private bank financing. Neither the central government nor GDB has the liquidity to shore 
up deficits or finance necessary capital expenditures at these public corporations. Meanwhile, 
Fhierto Rico’s infrastructure, including its power generating plants and electricity distribution 
network, are outdated and inefficient and require substantial capital investment. Addressing 
fiscal problems associated with Puerto Rico’s public corporations is not only a necessity from a 
public welfare and safety perspective but it is a critical piece of any strategy for long-term 
economic growth, fiscal sustainability, and prosperity in Puerto Rico. Unlike many island 
economies, Puerto Rico’s manufacturing sector is the largest sector of Puerto Rico’s economy. It 
also pays the highest wages. To retain and grow this sector, Puerto Rico needs to remain 
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competitive including being competitive when it comes to providing basic services such as 
power, water and transportation. The cost of these essential services are important contributing 
factors to employers’ decisions to come to or remain on the island. 

The Debt Enforcement and Recovery Act 

Research and experience shows that investors, creditors and others doing business with 
Puerto Rico and its instrumentalities need to have more certainty in dealing with the island’s 
current financial situation, including the establishment of an orderly and consensus-based 
process for addressing outstanding debt at the public corporations. Prior to June 2014, there was 
no legal regime allowing Puerto Rico’s public corporations to adjust their debt or handle creditor 
claims in an orderly manner. Our public corporations are not eligible to reorganize under 
Chapter 1 1 of the U.S. Bankruptcy Code because they are governmental instrumentalities, and 
they are not eligible to adjust their debts under Chapter 9 because Puerto Rico is expressly 
excluded from the U.S, Bankruptcy Code’s definition of “State" for purposes of Chapter 9 
eligibility. 

In response, the Puerto Rico Legislative Assembly adopted the Puerto Rico Public 
Corporation Debt Enforcement and Recovery Act (No. 71-2014) (the “ Recovery Act ”~) in June 
2014 to allow public corporations to address their fiscal problems while protecting the collective 
interest of all of their constituents, including bondholders and other creditors, as well Puerto 
Rico’s residents and businesses who depend on these corporations for the essential services they 
provide. The Recovery Act fills a gap left by the U.S. Bankruptcy Code and is designed and 
intended to permit Puerto Rico’s public corporations to adjust their debt in an orderly process — 
with creditor input and court supervision — much like Chapters 9 and 1 1 of the U.S. Bankruptcy 
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Code. The Recovery Act also ensures that provision of essential public services to Puerto Rico’s 
residents will not be interrupted in the event of a fiscal emergency at one of the public 
corporations. The Recovery Act is designed to protect the collective interests of creditors by 
including supermajority voting requirements and minimum recovery levels. 

Immediately after the passage of the Recovery Act, two groups of PREPA bondholders 
filed suit, seeking judgments declaring the Recovery Act unconstitutional. On February 6, 2015, 
the U.S. District Court for the District of Puerto Rico enjoined enforcement of the Recovery Act, 
holding that the Recovery Act is unconstitutional because it is preempted by section 903 of the 
U.S. Bankruptcy Code, which the court concluded prevents Puerto Rico from passing a law 
allowing its public corporations to adjust their debts through a composition. 1 do not think it is 
appropriate for me to discuss the specifics of pending litigation, or the reasons for our belief that 
the Recovery Act is not precluded by section 903 of the U.S. Bankruptcy Code. I note for the 
record, however, that both the Government of Puerto Rico and the GDB disagree with this 
decision, which is being appealed to the U.S. Court of Appeals for the First Circuit, and do not 
agree that section 903 preempts the Recovery Act. Ultimately, we believe we will be successful 
on appeal, but there would be no need for the Recovery Act if the U.S. Bankruptcy Code is 
amended so that Chapter 9 applies to Puerto Rico. 

In any event, the practical and unfortunate result of the District Court’s decision is that 
there is currently no available legal regime for Puerto Rico’s public corporations to adjust their 
debts through a consensus-based, court-supervised process — either under the U.S. Bankruptcy 
Code or Puerto Rico law. In this respect, Puerto Rico is treated differently from every state in 
the United States, each of which may utilize Chapter 9 if the respective state legislature so 
authorizes. Puerto Rico’ s exclusion from Chapter 9 is the result of an amendment adopted by 
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Congress in 1984. There is very little legislative history regarding that amendment and nothing 
that would suggest an intent to deprive Puerto Rico’s public corporations of the ability to 
reorganize and adjust their debts under court supervision. 

Leading bankruptcy academics, such as Professors David Skeel of the University of 
Pennsylvania and Stephen J. Lubben of Seton Hall University, have noted that there is no 
justification for this exclusion and have suggested that Congress fill the legislative gap in the 
U.S. Bankruptcy Code to dispel the uncertainty that Puerto Rico faces by permitting Puerto 
Rico — like each of the 50 states — to opt into Chapter 9. In fact, Professor Lubben wrote last fall 
in an American Bankruptcy Law Journal article that: “The logic behind excluding Puerto Rico 
from chapter 9, to the extent it did, no longer makes sense. In a perfect world, Congress would 
quickly allow Puerto Rico’s public corporations to file chapter 9 bankruptcy petitions.” 

Consequences of Havina No Leaal Reaime to Adjust Debts 

The unavailability of any feasible legislative option other than the Recovery Act to adjust 
debts of Puerto Rico’s public corporations — such as under Chapter 9 of the U.S. Bankruptcy 
Code — has created an environment of uncertainty that makes it more difficult to address Puerto 
Rico’s fiscal challenges and threatens Puerto Rico’s economic future. 1 would like to share with 
the subcommittee some of the unfortunate consequences of this predicament. 

First, the credit markets require a risk premium to compensate for uncertainty in the 
market. This in turn will make it more expensive for all Puerto Rico issuers — particularly at the 
Commonwealth level — to borrow money in the future at a time that Puerto Rico seeks to contain 
costs and lower expenses (some of Puerto Rico’s general obligation bonds currently yield over 
10%). This consequence has already been evidenced by credit downgrades that followed the 
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invalidation of the Recovery Act. Standard & Poor’s downgraded Puerto Rico’s general 
obligation and appropriation debt to three notches below investment grade (from ‘BB’ to ‘B’), 
and it downgraded GDB’s long- and short-term credit ratings even further into speculative grade 
territory (‘BB-/B’ to ‘B-/C’). Standard & Poor’s also put GDB on negative outlook and even 
stated in a report published on February 12, 2015 that “Puerto Rico has experienced and will 
continue to face a major reduction in its ability to obtain external liquidity at a reasonable cost, as 
evidenced by GO bond yields topping 10%, following a lower court decision invalidating its debt 
restructuring law. As a result, Puerto Rico’s access to cash flow financing necessary for the next 
fiscal year could be severely constrained in our opinion.” Other ratings agencies have followed 
suit, having recently downgraded various Puerto Rico issuers further into speculative grade 
teiritory. 

Moreover, and perhaps most critically today, the lack of a clear debt adjustment 
mechanism negatively affects investor appetite for Puerto Rico’s upcoming bond issuance, which 
the GDB views as necessary to provide the central government and GDB with liquidity. Indeed, 
the failure to complete a financing transaction could severely impact GDB’s ability to support 
the central government’s fiscal adjustment plan and continue acting as its lender of last resort. 

By way of background, Puerto Rico has not accessed the credit markets for long-term debt in 
twelve months and will need to do so in the near future. Accordingly, Puerto Rico’s Legislative 
Assembly approved legislation in December 2014 authorizing the Puerto Rico Infrastructure 
Finance Authority, which is sometimes referred to as “PRIFA,” to issue up to $2.95 billion in 
secured. Commonwealth-guaranteed bonds that would be collateralized by new taxes on oil. The 
proceeds of that bond issuance would be used, in part, to refinance $2.2 billion that the Puerto 
Rico Flighway Transportation Authority owes to GDB. The invalidation of the Recovery Act 
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may reduce investor appetite for these new bonds or require a risk premium that makes the 
issuance materially more expensive or prohibitive. 

Second, the lack of a clear debt adjustment mechanism undermines the Administration’s 
objective of making public corporations self-sufficient and financially independent from the 
central government. This objective, which was announced one year ago as part of the 
administration’s plan to promote long-term fiscal sustainability, provided confidence to the 
capital markets that Puerto Rico had a plan to address the fiscal health of its public corporations 
while also ensuring investors that the public corporations would not jeopardize the fiscal health 
of the central government. This policy played an integral role in allowing Puerto Rico to raise 
$3.5 billion in the capital markets in March 2014. But the GDB has already seen signs that 
confidence in this objective has begun to erode as bond prices for the public corporations 
increased and bond prices for Puerto Rico’s general obligation bonds decreased upon the 
invalidation of the Recovery Act. 

Third, the lack of a clear adjustment option depresses economic growth in Puerto Rico 

generally, and it makes long-term investment and capital expenditure plans at the public 

corporations nearly impossible. In fact, the International Monetary Fund, the World Bank, and 

the Organisation for Economic Co-operation and Development have acknowledged that 

insolvency regimes promote financial stability, investment, and growth. In its publication 

entitled Orderly & Effective Insolvency Procedures the International Monetary Fund 

articulates that there is no reason to exclude municipalities: 

[l]t is universally recognized that sovereign nations are not subject to any insolvency law, 
international or national. Local government entities, such as municipalities, may be 
excluded from the scope of the insolvency law altogether or the law may establish a 
special regime for them. While the treatment of government-owned entities may also 
vary, there appears to be no reason why such an enterprise operating in the market place 
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as a distinct entity should be excluded from the coverage of the general insolvency law 
unless the government has extended an explicit guarantee with respect to all its liabilities. 
[T]he inclusion of a government-owned enterprise within the scope of the insolvency law 
has the advantage of both subjecting the enterprise to the discipline of the market place 
and sending a clear signal that government financial support will not be unlimited. 

Debt-adjustment tools, like those found in Chapter 9, provide significant economic benefits to 

public instrumentalities but also to creditors because legal regimes provide predictability. The 

uncertainty surrounding the high level of debt held by Puerto Rico governmental entities is an 

impediment to the very sort of economic activity that is fundamental to Puerto Rico’s economic 

recovery, namely private investment. Until a legal regime for adjusting Puerto Rico’s debt is 

available, this uncertainty will loom large and investors will be hesitant to invest capital. 

Finally, if the public corporations default on their obligations and there is no clear legal 

regime, creditors may attempt to engage in a race to the courthouse and exercise remedies that 

include attempting to appoint a receiver and, in PREPA’s case, filing a rate case before Puerto 

Rico’s Energy Commission seeking to raise utility rates beyond their current levels. This could 

trigger years of litigation, exacerbate liquidity pressures at these public entities and have adverse 

consequence on economic growth, which only exacerbates Puerto Rico’s overall fiscal situation. 

Creditors would be in a worse position than they would be in under an orderly, consensual 

process. Suppliers could refuse to deliver critical supplies as a result of the legal uncertainty 

surrounding a public corporation’s default - this is particularly true in the case of PREPA, which 

relies on fuel as the primary source of energy to generate electricity on the island. This scenario 

would certainly be value-destructive for all stakeholders, including creditors, the residents of 

Puerto Rico, and the public corporations themselves. 
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Extendina Chapter 9 to Puerto Rico Will Provide Measured Benefits 

I would like to stress to the subcommittee that no decision has been made as to whether 
any public corporation intends to file under Chapter 9 were it to become available and the 
Commonwealth of Puerto Rico and the GDB see Chapter 9 only as an option of last resort. In 
any event, Chapter 9 would not apply to debt issued directly by the Commonwealth of Puerto 
Rico. This is because “States,” which would include Puerto Rico if H R. 870 passes, are not 
eligible for protection under Chapter 9. 

Chapter 9 establishes a legal regime that is already understood by the capital markets, 
creditors, prospective lenders, and suppliers. It would provide an orderly process, requires the 
public corporation to negotiate in good faith, creates an environment to reach consensus and 
allows the process to be supervised by an experienced court. Chapter 9 has also been tested on 
many occasions, including in Detroit, Michigan, Stockton, California, and Jefferson County, 
Alabama, just to name a few. The National Bankruptcy Conference, comprised of leading 
bankruptcy scholars as well as current and former judges throughout the country, has stated that 
extending Chapter 9 to Puerto Rico would provide courts and parties with importance guidance. 
Fitch Rating has said that extending Chapter 9 to Puerto Rico would offer benefits, including the 
avoidance of protracted litigation and uncertainty, and would put Puerto Rico on equal footing 
with the -SO states. Legal precedent under Chapter 9 will give debtors and creditors a useful 
roadmap that offers more certainty as to their substantive rights and expected procedures. Public 
corporations in Chapter 9 would be permitted to obtain debtor-in-possession financing and use 
cash collateral under well-tested procedures, permitting the continuation of normal operations 
and the provision of essential public services to Puerto Rico’s residents. Finally, any Chapter 9 
proceeding would be overseen by a U.S. Bankruptcy Judge that has expertise in insolvency 
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matters and that would be approached as an independent arbiter to all parties in interest. The 
virtue of Chapter 9 can be seen in the Chapter 9 cases of Detroit, whose adjustment proceedings 
lasted less than 1 8 months, and Stockton, whose adjustment proceedings lasted less than two 
years. 

Accordingly, Commonwealth of Puerto Rico and the GDB believe that passage of H.R. 
870 will prove to be a useful tool for Puerto Rico’s long-term economic success, whether or not 
it is actually invoked. 

I would like to thank the subcommittee for giving the Commonwealth of Puerto Rico and 
the GDB the opportunity to participate in this hearing. 
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Mr. Marino. Thank you. 

Director Donahue? 

TESTIMONY OF ROBERT DONAHUE, MANAGING DIRECTOR, 
MUNICIPAL MARKET ANALYTICS 

Mr. Donahue. Thank you very much. 

I will point out I am the only nonlawyer on this panel today. 

Voice. Your mike is not on. I am sorry. 

Mr. ISSA. They won’t even turn the mic on if you are not a lawyer 
in this room. [Laughter.] 

Mr. Donahue. Might as well just leave now. For the record, I 
am 

Mr. IssA. I noticed you didn’t go to Harvard Law and do the Re- 
view. So, clearly, you have got a problem at the Harvard end of it, 
too. [Laughter.] 

Mr. Donahue. Thank you. I am well aware. 

But I do have over 15 years of experience covering Puerto Rico, 
have been down to the island many times. I have worked for three 
of the largest municipal bond investment management firms, dur- 
ing which time I have approved thousands of securities, made rec- 
ommendations and analysis to buy billions of dollars of Puerto Rico 
debt over that time, buy and sell Puerto Rico debt. 

I am not going to repeat a lot. I think Melba’s testimony, it de- 
picted very fairly the current situation in Puerto Rico. But what I 
will do is try to talk from the market perspective. 

Despite the territory’s worsening situation, I have seen an alloca- 
tion of risk in Puerto Rico bonds in the investor base. Prudent mu- 
nicipal investors, many of our clients, have sold the municipal 
bonds to reduce — and reduced their exposure. Fitch Research has 
said that municipal bond mutual funds have declined their expo- 
sure to Puerto Rico by 65 percent, and now those funds only earn 
33 percent. 

Now a large and increasing portion of the island’s debt is 
owned — is held by and its future access to capital is really reliant 
on a different class of opportunistic investors. Trading in Puerto 
Rico bonds throughout this process over the last several years of 
downgrades and bad news headlines, beginning with the Barron’s 
article back in 2013, has remained active, allowing for significant 
price discovery and trading opportunities as risk averse owners of 
municipal bonds — ^you know, folks who own municipal bonds, typi- 
cally, they put munis just right up with Treasuries and agencies 
as the most pristine bonds. 

And their shareholders expect that, and they have rotated out of 
these bonds as the situation has devolved. We have seen rises and 
falls in bond prices, and yields have reached certain levels. But 
what we recognize is that is the evidence, a common trait of a 
healthy market. 

I am here today to express our opinion, based on my experience 
in our work with our clients, over 300 clients. We represent the 
largest dealers and the largest investors and everybody in between, 
to the retail bondholder in Peoria. We believe that the current 
framework under which these public corporations can restructure 
is very uncertain. 
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Specifically, the trust indenture, which I think we will talk about 
today, provides an untested and wholly inadequate legal frame- 
work that is unsuitable for the highly complex financial restruc- 
turing among a diverse group of stakeholders. It is with this back- 
drop that this legislation is being considered, and we believe that 
H.R. 870 provides a technical fix to the bankruptcy code. It simply 
extends the same framework allowed to 50 States to Puerto Rico’s 
governmental instrumentalities. 

I want to make a key point here. Puerto Rico itself cannot de- 
clare debt. It is the instrumentalities in Puerto Rico. 

Number two, it reduces the near-term likelihood that Puerto Rico 
will request external assistance. 

Number three, it sets no adverse precedent from what we can see 
for the broadening of municipal bankruptcy that may destabilize 
the municipal bond market, the Nation’s best source of efficient, 
low-cost infrastructure funding. Importantly, and I emphasize this, 
H.R. 870 opens no doors to State bankruptcy, which we do not sup- 
port. 

Number four, it will not, in and of itself, pose an incremental 
systemic risk to the broader capital markets. 

And number five, it establishes a basis by which the island can 
finally begin to focus on efforts to foster economic growth for endur- 
ing fiscal stability. 

We believe Chapter 9 is a high-impact way for Congress to pro- 
vide Puerto Rico with a standardized, orderly, uniform legal frame- 
work guided by an existing body of case law in an appropriate 
arm’s length venue. It amends an existing flaw in the bankruptcy 
code, as was stated earlier, with no expenditure of fiscal dollars. 

This is not a bailout. It is not a panacea. It is not a precedent 
for further Chapter 9 filings elsewhere. This is merely a technical 
fix. 

Your approval of this bill will not create the perception in a mu- 
nicipal market or among issuers that Puerto Rico’s past failings 
have been absolved. And we can talk about that, and I appreciate 
your comments earlier and agree with everything you said. 

Your approval is not likely to encourage other municipalities to 
borrow irresponsibly, knowing that they could later restructure 
their debts in bankruptcy. We point out that Chapter 9 bank- 
ruptcies are extremely rare and always a last resort. They are 
painful for everybody, especially the elected officials, given the high 
cost and the associated stigma to it. 

For citizens of Puerto Rico, it is critical to get this right now. 
Once granted the right to use Chapter 9, Puerto Rico’s leaders, I 
implore them to use this powerful tool thoughtfully and cautiously. 
Specifically, the island’s leaders must take great care — and Senator 
Bhatia is here today — in crafting enabling statutes in a fair and eq- 
uitable manner, with good faith to preserve creditors’ rights and 
the island’s long-term need for affordable capital. 

MMA, to restate, strongly opposes bankruptcy in any form by a 
municipality. However, this is the best option among a limited set 
of unattractive options. We speak to many market participants on 
a daily basis, and most of these people in the letters that were 
pointed out earlier agree with our perspective, and the legal schol- 
ars that we have spoken with agree with this perspective. 
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Thank you so much for asking me to testify today, and I look for- 
ward to your questions. 

[The prepared statement of Mr. Donahue follows:] 
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Good morning Chairman Marino, Ranking Member Johnson and members of the Committee. 
My name is Robert Donahue and I am a Managing Director at Municipal Market Analytics, Inc. 
(MMA). MMA is the leading independent research and data-provider for the municipal bond 
industry whose clients include a broad group of investors, banks, securities dealers, issuers and 
federal and state regulators. To be clear - MMA does not buy, sell or trade municipal bonds - 
the industry values us for our independent perspective. 

Thank you for inviting me to testify before you today to share MMA's opinions on HR 870. 

The notion of bankruptcy is a last resort to any government or individual. No government 
official should consider It lightly— nor does MMA. While we do not advocate bankruptcy for any 
state, locality or municipal agency, MMA believes this is the best available option for Puerto 
Rico and the municipal market at this time. 

In my experience of nearly 20 years covering Puerto Rico's credit for three of the largest US 
institutional investment management firms, there have been few times when I have observed 
the same level of consensus that exists towards giving the territory this option. Governor 
Garcia Padilla of the Popular Democratic Party has expressed his support for the bill as firmly as 
New Progressive Party (NPP) Resident Commissioner and At-Large Representative Pedro 
Pierluisi. This rare bipartisan moment demonstrates the importance of providing this financially 
troubled jurisdiction with an orderly framework for debt adjustment that is consistent with the 
restructuring framework to which all states currently have access. 

To summarize we believe that HR 870: 

1) Provides a technical fix of the Bankruptcy Code, simply extending the Chapter 9 
framework available to the 50 states to Puerto Rico's government 
Instrumentalities; 

2) Reduces the near-term likelihood that Puerto Rico will request assistance in 
order to secure essential services to its citizens; 

3) Sets no adverse precedent for the broadening of municipal bankruptcy 
provisions that may destabilize issuers’ access to capital via the municipal bond 
market, the nation's source of efficient low cost infrastructure funding; 
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4) Will not, in and of itself, pose any incremental systemic risk to the current 
lenders or the broader capital markets; and, 

5) Establishes a basis by which the Island may focus on efforts to foster economic 
growth for enduring fiscal stability. 


Approval of this bill is a technical fix to an oversight that has remained un-remedlated since 
1984 when the Bankruptcy Amendments and Federal Judgeship Act, a law to correct technical 
errors in the 1978 Bankruptcy Code, defined "State" to include Puerto Rico (and the District of 
Columbia), except for purposes of who may be a debtor under Chapter 9. a definition that has 
lasted to this day. 

The purpose of this exemption, and original Congressional intent, is vexing to legal scholars. 
Initially, the Act actually defined a "governmental unit" to include a Territory. Subsequent 
versions expressly included Puerto Rico in the definition of a "State". The record indicates that 
an amendment introduced by Senator Robert Dole states that Puerto Rico had been 
"inadvertently left out of the definition of "state' during the passage of the [1978] Reform Act." 
Inexplicably, the definition of "State" was changed to its current form during the amendment 
process and remains so to this day. 

Chapter 9 provides a standardized, orderly legal framework guided by an existing body of case 
law in an appropriate arms-length venue. MMA believes this is far preferable to a receiver- 
driven restructuring. A court supervised process would put all vested parties together on a far 
more even playing field than currently exists. All creditor classes would fully participate, with 
limited political interference if negotiations break down. Chapter 9 still provides a high degree 
of stakeholder influence on creditor recoveries and a plan that a US federal court judge will 
ultimately determine. 

A perfect storm has gathered over a long period of time, resulting from years of policies of 
both political parties. The island's economic deterioration, the accelerating depopulation of 
Puerto Rico, and persistent budget deficits threaten the provision of basic services, and the 
ability to meet obligations to bondholders and other financial participants. 
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Puerto Rico's leadership recognized the immediacy of its crisis and attempted its own fix by 
passing the Puerto Rico Debt Enforcement and Recovery Act on June 28, 2014. The Act was 
patterned on Chapter 9, allowing Puerto Rico’s public corporations to restructure their debts. 
This Act was intended to allow the continuation of essential public services while at the same 
time protecting the interests of creditors. The Act also provided leverage for the 
commonwealth in negotiations with various creditors who consequently entered into 
forbearance agreements, which are in place today but expire imminently. 

The Act was declared unconstitutional on February 6 by the U.S. Distria Court. In its motion to 
appeal to the First Circuit Court of Appeals in Boston, Massachusetts, the commonwealth 
acknowledged that "the acute fiscal crisis that gave rise to the Recovery Act is still very much a 
reality, and is just as pressing now as ever." Indeed, as we sit here today, several of the 
forbearing creditors could potentially trigger actions that could begin a disorderly debt crisis. 
Puerto Rican officials acknowledged in court papers that Puerto Rico Electric Power Authority 
(PREPA) bondholders, as soon as March 31, could take unilateral actions against the utility that 
could "disrupt the provision of essential public services." These include attempts to accelerate 
PREPA debt payments, suits to increase already high electricity rates, or an appointment of a 
receiver to take over PREPA's management, all within their rights as stipulated In loan and bond 
documents. Any of these actions could place an undue burden on Puerto Rican citizens, many 
of whom are unaware of the complexities of the Island's tenuous fiscal conditions. 

In the three weeks since, two rating agencies further downgraded the island deeply into Junk 
bond status. S&P dropped the island's bond rating to 'B' on February 12 and Moody's cuts its 
rating to 'Caal' one week later, reflecting "very high credit risk." The agencies state that Puerto 
Rico's current economic and financial trajectory could ultimately impair Its ability to fund basic 
services and its debt commitments. Subsequently, yields on Puerto Rico bonds have ascended 
above 10%, to levels comparable to deeply distressed sovereigns of Greece and Ukraine, as 
investors again have sold bonds. 

Absent the Chapter 9 framework, the current rules under which public corporations may 
restructure debts present grave uncertainty. For example, bondholders of PREPA, the most 
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likely initial candidate for debt restructuring, are dependent on the utility's 1974 Trust 
Agreement, which MMA believes provides a wholly Inadequate legal framework within which 
to address PREPA’s highly complex financial restructuring needs among a diverse group of 
stakeholders. 

We believe that the superficial process for debt reorganization contained in PREPA's Trust 
Agreement falls far short of the Chapter 9 process. Section 208 of PREPA's charter provides for 
the appointment of a receiver vested with vague powers other than to carry on the purposes 
that are of public good ("utilidad publica") and prohibited from encumbering or dispose of 
property. Creditor rights are limited, primarily to bringing suit to compel compliance with the 
Rate Covenant. However, a weak receiver with vaguely defined powers will be hard-pressed to 
enforce rate increases with PREPA's per kilowatt hour rates over twice the US average costs. 
Accordingly, PREPA's Trust Agreement states; "Remedies are subject to discretion and delay 
and may not be readily available or may be limited, Equitable principles may also delay or 
otherwise adversely affect the enforcement of bondholders' rights." We note that any Judicial 
action regarding the appointment of a receiver must be filed in Puerto Rico court applying 
Puerto Rico law. 

The argument has been made that the extension of Chapter 9 to Puerto Rico at this time is an 
impairment of existing protections available in the Trust Indenture under which bondholders 
purchased bonds. MMA disagrees. Any investor holding PREPA bonds in August 2013, or 
thereafter, was forewarned that risks existed. Specifically, the Risk Section of the official 
statement (OS) dated August 15, 2013 states that; 

< for each of the last four fiscal years, the Authority incurred losses, deterioration of its 
liquidity, pension funding shortfalls, and a decrease in electric energy sales...if (these) 
trends were to continue, the Authorit/s ability to fund its operations and finance its 
capital program could be negatively impacted. 

In the March 2014 OS for the Commonwealth's $3.5B GO offering, dated March 11, 2014, PR 
officials incorporated a candid 14-page risk section warned that Puerto Rico: 
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• "may be unable to meet its debt obligations" if market access is lost; that emergency 
actions, restructuring, moratorium, and alternative courses of action are being 
evaluated; 

• "remedies available to bondholders are potentially subject to substantial discretion and 
delay." 

As the territory’s situation has worsened, Puerto Rico's investor base has changed Municipal 
bond investors such as mutual funds or retired individuals, the island's traditional lenders, have 
significantly reduced their ownership of Puerto Rico debt. Fitch Ratings estimates starting In 2Q 
and 3Q 2013, U.S. mutual funds reduced their Puerto Rico exposure by approximately 65%, on 
average,' Municipal bond funds, once the primary owners of Puerto Rico debt, now own less 
than one third of the island's debt with holdings concentrated in largely insured, general 
government issuers,^ 

The result is that the island's current debt, as well as its future access to capital is now held by, 
and dependent on, alternative investors who demand high costs in return for their investment. 
Fitch estimated that there are now over 60 alternative fund managers holding more than $16 
billion, or 25% of the island’s debt. 

The rotation away from risk-averse municipal investors to opportunistic buyers is indication 
that the debt markets are functioning efficiently. Trading in Puerto Rico debt has remain active 
through downgrades and other negative events, allowing for efficient reallocation of risk, 
significant price discovery and trading opportunities as risk-averse owners have sold to willing 
hedge funds and qualified buyers. Bond prices have 
risen and fallen with evolving investor opinions as occurs 
in healthy capital markets. The chart, to the right, 
illustrates that PREPA trading volume actually spiked six 
times the median daily volume during the periods of 
stress over the past two years. 


' Big changes for Pueno Rico Bond Market, Fitch Ratings Fund and Asset Manager Rating Group, August IB, 2014 
'ibid 
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MMA believes that the extension of Chapter 9 to Puerto Rico is not a bailout or panacea, but is 
a last resort to avert a broader crisis and brings an orderly process to any restructuring of the 
commonwealth's agencies, while keeping such important decisions within the hands judges and 
out of the hands of politicians. We believe that this action is not likely to encourage other 
municipalities to borrow irresponsibly, knowing that they could later restructure their debt in 
bankruptcy. As witnessed in Detroit, Michigan and Stockton, California, Chapter 9 has a 
tendency to negatively affect all stakeholders: municipal services are often reduced, employees 
have faced benefit reductions, and investors experienced deep losses. Bankruptcy judges in 
both Detroit and Stockton have stated on record that public pensions can be reduced in 
Chapter 9, even when strong state legal protections exist. 

In the absence of a Chapter 9 framework for restructuring and the Recovery Act determined to 
be unconstitutional, Puerto Rico lacks a powerful, motivating tool to bring all parties into an 
organired restructuring at the two functionally insolvent public corporations, PREPA and the 
Highway and Transportation Authority (HTA). Both entities have large outstanding loans due to 
the Government Development Bank (GDB), which itself faces insolvency if these debts are 
written down. In turn, the GDB’s diminished liquidity and potential loss of funding will preclude 
its ability to extend emergency short-term credit to the central government as it has in the past. 
The GDB announced months ago that it would issue a $3 billion bond, backed by a recently 
increased petroleum products tax, to enhance liquidity and shift large HTA loans off its balance 
sheet issue. To date, GDB has been unable to execute its plan because certain legislators have 
blocked key elements of the GDB's plan, concerned about long-term fiscal sustainability and the 
costs layering more debt. 

Chapter 9 is an effective way for Congress to assist Puerto Rico, with no expenditure of 
taxpayer dollars, and the extension of such to the commonwealth amends an existing flaw in 
the bankruptcy law. Residents and businesses in Puerto Rico today can access all protections 
offered through other chapters of the US Bankruptcy Code (i.e., Chapter 13, 12, 11 and 7). 
Chapter 9 will likely remain a rarely used mechanism that allows a municipality to adjust Its 
debts while continuing to provide public services. This action is neither a bailout nor a 
precedent for further Chapter 9 actions, merely a fix to clarify Puerto Rico's right to develop a 
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plan of adjustment in an orderly way and begin its path toward recovery. We fully expect that 
the island's leaders will take great care in crafting enabling statute in fair and equitable manner, 
assuring that proceeding in good faith will preserve the island's long-term need for affordable 
capital. 

Thank you tor asking me to testify today, and I welcome your questions during this session. 
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Appendix 

Puerto Rico Research as Published in the MMA Weekly 
Municipal Outlook 

www.mma-research.coni 

Dated January 27, 2014 
Through February 9, 2015 


February 9, 2015 

PUERTO RICO UPDATE: Late Friday, the PR District Court struck down the Recovery Act as 
unconstitutional, citing PREPA's extant non-impairment, acceleration and receivership provisions. The 
decision upheld claims of three plaintiffs that the Act violated legal remedies and liens. With the 
Commonwealth's home-cooked 'Creole bankruptcy' framework now struck down, MMA believes a 
broad, disorderly restructuring is increasingly likely unless Congress moves forward with a chapter 9 
extension. The decision squarely undermines the "ring-fence" strategy of investors who assumed 
restructuring would be contained within the public corporations. We now believe all PR debt, 
including GO'S, are on the table for potential restructuring and/or claw back. Hypothetically, PR could 
begin claim emergency powers (cf. Home Building & Loan Ass'n v. Blaisdell) to protect key assets like the 
Government Development Bank (GOB), recognizing: 

1) Increasing Lock of Ability: PR's finances were approaching crisis before this decision. While low oil 
prices have lessened pressure on PREPA somewhat, the economy and budget stresses have intensified 
GDB's funding is at risk and liquidity likely exhausted, facing sizeable outflows by June and beyond 
(including $437M Note payments, largely to critical local institutions). The $2B*r petroleum tax-backed 
PRIFA bond deal, a futile, ill-advised attempt that compounds PR's unsustainable debt load, is likely 
doomed. Without GDB's ability to subsidize deficits, PR's faces threats to public safety and essential 
services. The Governor’s platform for recovery, a sweeping PR tax reform via a Value Added Tax (VAT), is 
unlikely to take hold for years, the next chapter in which bondholders may be unwilling spectators. 

2) Demonstrated Lock of Willingness: The Recovery Act, a pivot away from bondholder obligations, cost 
the island its ratings and market access. The Act, hastily enacted ahead of expiration of PREPA's fuel 
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financing lines to 1) shield the utility from immediate acceleration; 2) establish a debt restructuring 
framework for PR public corporations In the absence of chapter 9 recourse: and 3) ensure these public 
corporations have the ability to continue to provide vital public services. There is little reason to believe 
this stance has softened. The POP-AGP friendly daily, El Nueva Dia, wrote last week, "Puerto Rico is 
Bankrupt" bringing increasing calls for broad debt restructuring and shared pain. 

3) Clock is Ticking: Weeks before PREPA's March 2nd debt restructuring plan date and the March 31st 
Forbearance Agreement termination date, the decision deprives PR leverage in negotiations to extend 
creditor agreements. PR's investor pool— short-play, low-cost-basis hedge funds, ad hoc ring-fencers, 
long bondholders, bond insurers, fuel financing banks, and fuel suppliers (e.g. troubled Petrobas)— is a 
tenuous mix of interests and sophistication. The CRO's clout in preventing Intemedne feuds between 
creditors groups is now effectively neutered. The trump card is held by GDB, also a forbearance 
agreement signatory and creditor which can use claw back provisions. 

Chapter 9 Prospects Are Likely Improved: While the Recovery Act provided bondholders and the island 
framework, the specter of a disorderly restructuring may be too be the catalyst to push Congressional 
action on potential extend of chapter 9 to PR. In fact, Resident Commissioner Pierluisi is refiling last 
year's bill (H.R. 5305) to amend chapter 9 this Thursday. Reportedly, government officials. Congressional 
leaders, and key stakeholders (hedge funds and other investors) believe this amendment may get 
traction as a result of the judge's decision. 


January 12, 20X5 

PUERTO RICO'S 2015 BEGINS THIS WEEK: 

- In 2015, PR's credit downside risk is elevated and rising given: 1) execution risk in substantial 

restructuring/reform efforts and; 2} the possibility of a budget shortfall in the neighborhood of $500 
million. 

- With media requiems for 2014 written— a year with some successes, but far more failures— 2015 now 

begins in earnest. The island and its lenders are weary after six of years of austerity, no employment 
growth, and persistent outmigration of jobs, people and investment assets (down 5.5% with UBS 
losing 19% of its client assets). 

• The list of PR issues to monitor this year includes: the gas tax hike and PRIFA bond deal, tax reform, 

GOB liquidity and solvency, a PREPA restructuring by March, a prospective PRASA bond issue, the 
economy (and now, Cuba), and ever-fluid political tides. Over the weekend, the resignation of HTA's 
executive director. Javier Ramos was announced, among several others (generally routine midterm 
replacements). Ramos' departure is untimely but was not unexpected. 

* PR's Legislative session opens today. Central on the agenda is the "crudita", the Petroleum Products 

Tax bill. After receiving an unacceptable version in late 2014, passed under severe controversy, the 
Governor has three options: 1) a pocket veto, 2) sign the bill then amend, and 3) request the 
Legislature to amend the bill itself and then send it back. MMA expects the bill will be passed with 
necessary changes to move forward with the PRIFA bond, given the importance of enhancing GDB 
liquidity entering a challenging period in 1Q15. Chief of Staff Suarez was actively lobbying Legislators 
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over the break of the stakes, if r^ot amended, GDB would be forced to write off over $28 of PRHTA 
loans, risking the possibility 606's auditors could determine the bank insolvent More importantly, 
GDB would be unable to cover potential central government and corporations deficits, triggering a 
potential cash flow crisis. 

MMA remains concerned about "surprise" late year budget shortfalls. Through November, the 
Commonwealth general government has only collected $2.7B of its expected $9.5B annual 
revenues. When compared to initial projections this is below the $2.9B expected YTD with the 
"Other" category lagging significantly along with the Corporation and Motor Vehicle taxes. The 
current shortfall is reported at $32M and $217M (or 2.4%) below last year's levels. Some favorable 
tailwinds: strong holiday tourism, and the drop In oil prices, both which will benefit Sales and Use 
Tax collections. The COFINA bucket fills up sometime this month and begin flowing to the ger>eral 
fund, ultimately totaling 8% of revenues. 

■ PR's most recent disclosure (1/5/lS) indicates a slim $23M projected Treasury cash balance at for end 
of Fiscal Year 2015. The report however sheds little light on spending patterns, and budgeted 
savings in education and health care (specifically the government health insurance plan) are 
significant risks to balance. Tax refunds also remain opaque. 

• Disclosure also indicates Section 4.15, a "Budgeted Revenues Covenant" of the TRANs agreement 
apparently sets certain (3% and 5%) thresholds, likely required by tenders. What triggers and how 
stringent (acceleration, automatic spending cuts, for example) are not specified. 

The wildcard: PR's comprehensive, controversial tax reform will be revealed February 15 to be 
approved on or before March 31. The transition to a Value Added Tax— the only such tax in the US— 
is challenging in the best of times, requiring payment throughout the distribution chain. Count us as 
skeptics given PR's secretiveness to date in disclosing the conceptual basis of the reform, its spotty 
track record implementing tax changes, the traditional corporate gamesmanship, and a culture of 
rampant evasion on the island. The island's tenuous liquidity could be devastated by hasty adoption 
and botched implementation. 


December 1, 2014 

PUERTO RICO'S NEW DEAL PLACEMENT PROSPECTS ARE GOOD: Puerto Rico is contemplating a multi- 
billion dollar issuance late this year. Whether or not this actually happens, MMA compares market 
issuance conditions today versus the broadly successful $3.5B GO deal Issued in March 2014. Important 
to note is that PR buyers are no longer typical municipal funds, rather a potential investor base would be 
composed of cross-overs, corporate high yield funds, and hedge funds. This investor base is dependent 
not only on municipal market conditions, but also on broader corporate and sovereign bond trends. 

Supply: Positive: Corporate supply numbers have dropped significantly since September in response to 
Treasury and equity volatility, and has not regained its footing despite a resurgent Treasury market. 

Demand: Negative: In contrast to the municipal market, corporate fund flows were drastically negative 
in recent months. The divergence between taxable and tax-exempt markets may cause dysfunctional 
absorption patterns for a PR issuance. Positive municipal dynamics could be misinterpreted as good for 
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PR when in fact, the cross over, taxable investor base has seen massive redemptions and may not have 
the excess capital to allocate to the municipal market 

Performance fn Alternatives: Modest Positive: Corporate high yield spreads have widened considerably 
since the summer but are still far below long-term averages. In sovereigns, Greece specifically has 
under-performed the broader market as European deflationary concerns have driven high grade 
Eurozone yields to extreme lows. Seen in this context, Puerto Rico offers value at tax equivalent yields of 
+16%. 

Performance in Puerto Rico: Negative- Perhaps the most important factor surrounding a potential PR 
issuance is the performance of the major island credits. As can be seen, the island has seen significant 
price underperformance this year, specifically PREPA. Additional debt on an overly burdened economy 
may push prices of alternate credits down even further as cash flows are diverted into an expanding pie. 

Overall, the environment is worse for a new PR issuance than it was in March, noting questionable 
corporate absorption and better value in alternative (competing) investments. However, current PR 
holders may well see the new issue as a tool for building total return in their investments, and, in 
general, credit spreads are still tight, yield scarce by historical standards. Our conclusion is that the new 
loan will be successfully placed, although yields may need to be higher than those for the March issue, 
all else being equal. 

PUERTO RICO TAX HIKE UPDATE: Puerto Rico's governor appears to have persuaded several same-party 
(POP) dissidents to support an unpopular 68% gas tax hike and avert a risky transit shutdown. The 
governor announced Sunday night that he has gained the required 26 votes for approval of the house 
bill. Last week, the house and senate suspended a controversial special session until today, because 
they did not have the votes needed to pass the tax hike, known in Spanish as the "crudita". Reportedly, 
opponents of the bill have not yet declared their support to confirm the governor's assertion. Today's 
session (beginning shortly) will indicate whether the Governor is bluffing or has necessary votes to move 
forward with the PRIFA bond issue. While MMA believes the outcome will likely be approval of the 
erudite, the Governor has lost considerable political capital and authority. Amidst the above 
controversy, the GOB announced on Friday that year-over-year gasoline consumption dropped 12%, 
cement sales down 10%, energy sales down 1.6% and employment down 0.3%. The total EAI decline 
was 2.2%, the largest decline in the last eight months 


November 17, 2014 

PUERTO RICO BORROWING PLANS, TAX PLANS: Governor Garcia Padilla was forced to convene a 
special session when Legislators failed to approve a tax-increase intended to back a $2.9 billion GO- 
backed deal Puerto Rico Infrastructure Financing Authority (PRIFA) bond deal possibly before the end of 
the year. This is a blow to the Governor whose approval rating has sunk to 19% according to an El 
Nuevo Dia poll last week. 

The Governor met with Legislative leaders over the weekend and again today, and will hold a broader 
Legislative session on Tuesday. Despite the intense lobbying effort, the bill currently is short by one vote 
in the House. Resistance to the bill comes from various corners: some lawmakers fear the economic 
impact of a large hike (some advocate a toll increase instead), others prefer to implement the tax 
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increase in conjunction with the coming tax reform, other insist on a HTA reorganization to cut 
expenses, and powerful companies (e.g. Puma) are lobbying hard against the oil tax hike. MMA believes 
a heavily amended bill, that includes pre-conditions that HTA will be reorganized to cut costs, will be 
signed into law by Thanksgiving, if not this week. The Governor simply has no alternative and will 
reasonably make what concessions are needed. 

Enhancing GDB's Liguidity: The bill would enact a petroleum excise tax hike to $15,50 per barrel, of 
which $8.25 (nearly $180M annually) would cover debt service adequate to service a $2.98 PRIFA bond. 
The Governor has heavily lobbied lawmakers in his own majority party to approve the tax as an 
economic stimulus and infrastructure improvement, but the primary purpose is to bolster GDB's 
liquidity position and allow the bank to refinance outstanding short term obligations maturing In 
FY201S. The GDB disclosed that its liquidity, and likely solvency, depends on spinning off about $2.26 In 
HTA credit lines. 

The financing scheme is intended to garner investment grade ratings based on: (a) a highly structured. 
COFINA-like security package, (b) provisions demanded by the market like acceleration, sovereign 
immunity waiver, choice of venue, guarantees and legal protections similar to the recent GO deal; and 
(c) assurances PRIFA is permanently barred from restructuring its debts under the Recovery so as to 
firewall investors from PR-related risk. 

The Deal Must Get Done: Commonwealth officials are highly motivated to place this deal by year-end in 
order to ensure sufficient GDB liquidity prior to a PREPA restructuring that could occur early in 2015 
(and push the GDB liquidity problem out beyond reelection in November 8, 2016). Below are demand 
challenges: 

■ Accurately forecasting tax revenues and coverage. Reportedly, projected revenue growth after last 

year's increase have been well below projections. 

- Overcoming rating agency reluctance. In the aftermath of the ill-timed Recovery Act, rating agencies 
cast a broad brush questioning the willingness to pay. We doubt this structure will be so tightly 
structured as to eliminate concerns that PR's future (and current) leaders could undo the 
protections. 

■ Securing credit enhancement MMA is skeptical that adequate and material insurance capacity exists. 

Attracting alternative investors. PR buyers are no longer typical municipal funds. Investors In the March 
2014$3.5B GO deal issued in corporate high yield funds, and hedge funds. Since March, corporate supply 
numbers have dropped significantly (esp. in September) in response to Treasury and equity volatility. 

Despite challenges. MMA believes that the PR will place the PRIFA bond deal, albeit at high rates. 
Alternative PR investors have assessed PR's myriad challenges and asymmetric risks closely in the last six 
months in contrast to other sovereign and distressed investments. Some have determined to limit 
exposure. However, the generally favorable conditions for issuance, global demand for yield, and PR's 
incentive to complete the transaction are overriding factors 


November 3, 2014 
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PUERTO RICO ADVANCES PLANS TO BOLSTER CONFIDENCE: PR GOB'S investor call on Thursday was an 
effort to bolster investor confidence ahead of a return to the capital markets. The commonwealth laid 
out ambitious plans for both the HTA and sweeping tax reform while intensifying its efforts to inform 
investors and establish practices consistent with other municipal borrowers. However, municipal bond 
investors remain unlikely to direct unfettered capital toward the island, being well acquainted with PR's 
chronic fiscal and economic woes, wary of optimistic fiscal and economic "recovery'' plans, and 
increasingly concerned about willingness to honor obligations after the botched Recovery Act rollout. 
For its various deficit financing needs, PR remains almost wholly reliant on hedge funds, an investor class 
easily distracted by other investing opportunibes and reasonably worried over a lack of quick profits in 
PR so far. 

In general, MMA remains skeptical: 1) that the tax plan will be fully enacted as presented, especially as 
the island's political cycle ramps up: 2} that various tax adjustments "intended to simplify" will be 
effidently imposed and ultimately yield the expected revenue upside; 3) that the substantial new taxes 
will not damage the weak economy and demographic (i.e. outmigration) situation; and 4) that the island 
will achieve a cost of borrowing with a rate and structure that is both palatable to local stakeholders and 
doesn't expose the island to longer term risk. 

PR bondholders are exposed to several other principal risks at present, the largest being knock-on 
trauma from any (hypothetical) triggering of the Recovery Act for PREPA. The investor call featured only 
two brief slides on PREPA, which is not suggestive of a detailed plan being developed to protect capital 
market creditors. PREPA's five-year business plan will "serve as baseline for discussions of the Recovery 
Plan... and require contribution from all stakeholders." Other looming risks include burgeoning FYIS 
budget shortfalls for the central government (our specific concerns are Mi Salud and education); GOB'S 
liquidity and its impending audit; and various bond rollovers. 

HTA: Leaders filed HB 2212 on Thursday which, if approved, will raise fuel taxes (68% from $9.25 to 
$15.50 per barrel) "at a time when oil prices have decreased significantly." The GOB expects the tax will 
yield an additional $178 million per year to: 1) finance HTA budget gaps (39%); 2) back up to $2. SB of 
debt, proceeds of which will liquefy the GOB by refinancing $1.9B HTA loan and take out the August 
2013 $400M bond anticipation notes with RBC (53%); and 3) finance a new Mass Transit Authority (8%). 
This tax will be effective March 2015. 

Tax Reform: The government presented a complex project to remove the Sales and Use Tax (IVU) and 
replace it with a Value Added Tax (VAT) and, among other things, eliminate the payment of taxes for 
hundreds of thousands of taxpayers who earn less than $50,000. The proposed 15% VAT will be felt 
broadly as will a likely property tax increase and increase in tax rates to top earners. PR officials state 
that the tax would be implemented retroactively to January, and must be approved by March. 


October 20, 201 A 

PUERTO RICO LIQUIDITY IS CONCERNING: PR's Government Development Bank (6DB) released a 
Special Liquidity Update on Friday night, just days after announcement of management changes and a 
week after placement of $900M of TRANs at 7.75% interest cost. The main takeaway is that GDB's 
current Ending Liquidity Balance is even more precarious than previously thought, roughly $1.8B*, which 
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is 23% below the $2.38 projected in March, as well as the $33B actual liquidity in March and $3.18 In 
June. 

Although GOB'S liquidity position "improved slgntficantiy in March 2014 as a result of the issuance of the 
Series 2014 Bonds," the GD6 has experienced greater balance sheet deterioration than anticipated, 
seven months later. The report raises serious concerns regarding further liquidity nsks, the GDB's 
solvency (audit will be released in coming months), its ability to raise additional capital this year, and 
capacity to provide credible projections. 

The decrease in GDB liquidity came from a variety of factors, including the following: 

■ Deterioration in the bank's funding base. GDB cites "seasonal and cyclical factors" which have 

inhibited the bank's ability to access fresh capital bringing liquidity to perilously low levels. Cash and 
deposits totaled $883M in March; by September the amount had dropped to $232M. 

■ Lower than expected deposit recapture and higher deposit attrition. 

- Unanticipated draws. For example there was a $247M lines of credit "reprogramming" to dose the 

fiscal year 2014 budgetary gap totaling. In May 2014, GDB repurchased $200M in HTA VRDNs. 
Various other unplanned obligations including payout of vacation and sick leave at the Department of 
Education, a loan to the Puerto Rico industrial Development Company and the PRPA to finance 
capital expenditures related to Lufthansa Technik's relocation to Puerto Rico. 

Risky Outlook. Looking forward, various potential short-term liquidity needs could reduce liquidity 
further: 

■ Centra) government deficits are again likely. The report states that Genera) Fund revenues are 

approximately $36M below budgeted revenues and "the Commonwealth may have a defidt for 
fiscal year 2015." How large is the question, and MMA projects it will perhaps again be in the 
$700M range (last year's deficit was $783M|- This Is a wide estimate which factors; 1) projected 
$309M of unrealized budget savings with "high implementation risk"; 2) a 2% shortfall revenues 
would cost about $193M; 3) health insurance and education overspending of about $200M; and 4) 
unanticipated interest on the TRAN. 

- Both GDB and the public corporations have significant short-term funding needs related to obligations 

that mature, may be accelerated or terminated. GOB faces a $397M note maturity FY 2015 of its 
medium-term while PREPA, HTA and PRASA short-term obligations at 5696M, $ 292 M and $ 200M, 
respectively. Making these payments is critical and the report states that "in the event that the 
public corporations cannot obtain third party financing, public corporations could take advantage of 
all legal alternatives available under Puerto Rico law, including seeking relief under the Recovery 
Act." 

Finally, letters of credit and financial guarantees, termination payment guarantees, and municipal loans 
pose further risk. 

Taken in full perspective, the GDB report highlights the risk the dependencies between the GDB and 
other entities have broadly across the island. The report states that $16 of loans made to PRHTA by 
GDB must be refinanced during 2Q2015 from a portion of the proceeds of a long-term bond issued 
through the Puerto Rico Infrastructure Financing Authority ("PRIFA"). This number contrasts with the 
publicly reported anticipated $2.58 issuance. 
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The report highlights the market access risk stating "there is no assurance that the Commonwealth or its 
instrumentalities will be able to access other sources of financing or funding sufficient at any one time 
to meet their obligations." Although GD6 has assumed that it will not provide financing in excess of that 
projected, the reader is cautioned that GOB may be forced for public policy reasons to provide such 
financing in an emergency situation or on a temporary basis and the liquidity position of the GOB could 
be adversely affected." In short, PR situation is far from resolved with great risk looming in the next 
several months. 

"This number includes the recent $400M reimbursement of GDB's higher than projected TRAN line 
caused by underperforming revenues. 


October 14, 2014 

PUERTO RICO TRANs/DORAL: Last Thursday, PR's GDB announced It had successfully placed S900M of 
TRANs with a syndicate of banks in furtherance of raising $1.2B in near-term liquidity for the 
commonwealth. EMMA now shows five CUSIPs, four with maturity dates of 6/30/201S and one on 
6/15/2014. Two CUSIPs are variable rate, all are 144A (meaning private placements that ostensibly may 
be resold to qualified institutional buyers) and two had specific language stating they are "guaranteed 
by the commonwealth of Puerto Rico." This guaranty—which reportedly had been authorized under Act 
24 of December 2013— appears to be another attempt by PR to navigate a short-term predicament by 
exposing itself to long-term ambiguity. The guaranteed TRANs may well have a better security pledge 
than the other notes, but how this guaranty stacks up against a full GO pledge may ultimately require 
judicial interpretation. If the commonwealth's fiscal affairs to continue to deteriorate through the 
spring, GO bondholders may well need to understand the extent of "claw back-able" resources 
available. Unfortunately, municipal bondholders are now painfully aware that the commonwealth's own 
perspective on relative security can vary with situational politics and immediate funding needs. 

Doral: for example, the Doral case. In recent financial disclosures, Dora! Bank's balance sheet had 
counted $229M of assets related to an agreement with PR's treasury (under Fortuho) to reduce Doral's 
tax liability in respect of past tax overpayments. FDIC regulators subsequently questioned the validity of 
those assets, and in May. treasury secretary Melba Acosta declared the commonwealth's obligation 
"null and void" arguing that Doral had committed "fraud and irregularities" in restating inflated 
earnings from 1998 to 2004. Last week, a San Juan superior court judge ruled the Doral agreement with 
PR's treasury was "valid and effective." In a 48-page ruling, the court ordered the commonwealth to pay 
out a sum that places further liquidity pressure. The governor has since called this tax deal "immoral". 

If the court ruling stands, the Doral payment will be amortized over five years of ~$50M payments: an 
incremental liquidity burden on the commonwealth and its emerging budget deficit (currently estimated 
at $500-850M for FY15). However, this ruling also draws more negative attention to PR's management 
practices and its inconsistent willingness to honor obligations. And the subsequent vitriol between 
parties further deflects PR’s efforts to reverse negative perceptions, particularly among prospective 
investors. MMA also notes the lawsuits filed by several large municipal bond funds and a hedge fund 
over the Recovery Act that allege, in many ways, similar charges raised in the Doral case. 
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Octobers, 2014 

PUERTO RICO TRANS: Puerto Rico Senate President Eduardo Bhatia is expected to bring forward a 
version of the TRAN bill for a full Senate vote. The House passed its version of the TRAN bill 27*17, along 
party lines over a week ago. According to President Bhatia, the Senate bill will be materially identical to 
the bill that passed the House. If the Senate passes it, the bill will move to the Governor's desk. The 
approval and placement of the TRAN will bring much needed liquidity and relief for the Commonwealth. 

The Senate bill provides strong TRAN bondholder protections via a segregated, trustee-held Special 
Fund, in which "ail moneys deposited are hereby irrevocably pledged for the benefit of the holders...and 
will be dedicated to the payment of principal and redemption premium, if any, and interest until all 
obligations on the notes have been satisfied. The irrevocable pledge created is automatically perfected 
without the need for a public document filed or notari 2 ed or any other act intended that still is and will 
be a statutory Hen." Rumored buyers are all banks, some on-isiand banks, along with several traditional 
bank lenders that have provided GDB capital. It is believed that few, if any, alternative investors will 
participate. 

According to the MSRB EMMA filing on Puerto Rico's upcoming TRANs, it will have four separate CUSIPS 
as shown in the table below. Noteworthy aspects of the EMMA filing are: 

All notes will mature prior to the June 30 Fiscal Year end. Hovt^ver, the Variable Rate Series B-26 will 
mature 15 days prior to the three other securities, effectively time-subordinating the three other 
CUSIP holders; 

■ Two securities have 9/30/2014 dated and closing dates, prior to the TRAN Bill being enacted into law; 

* The principal amount of notes being Issued is blank. It has been reported that the sire of the note Is 
$900 million with another $300 million purchased by the GDB, but the size could be considerably 
larger; and, 

■ There is no Official Statement filed, nor is it expected that such a document will be filed given the 

nature of the private placement 

The stated issuer for the notes is Puerto Rico Commonwealth Government Development Bank Senior 
Notes rather than the Commonwealth of Puerto Rico. The security structure has been evolving and 
MMA understands that the GO guarantee is being applied via the GOB Notes that will wrap the 
TRANs. This is a unique structure but provides the strong priority that the banks were seeking. 

It had been reported that note would not only provide general government liquidity but also provide 
capital to the GOB. which will require capital to retire maturing senior notes (e.g. a $250M maturity 
coming due on 2/1/201S) as well as supplement internal liquidity. However, the current issue 
reportedly does r>ot include additional liquidity for GDB. Future issues are in the works to monetize 
assets in GDB's balance sheet, specifically with regard to the Highway and Transportation. The 
legislation transferring the loans and revenues to PRIFA apparently is being debated (specifically 
regarding the controversial increase In both the petroleum tax and the crude oil tax) and is expected to 
be refiled for approval soon- 
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September 29, 2014 

PUERTO RICO UPDATES; TRANs; Last week, the commonwealth’s house of representatives passed a bill 
that: 1) creates a more structured and insulated fund segregation for the upcoming tax revenue 
anticipation notes (TRANs); 2) established NY court jurisdiction for disputes with creditors: and 3) waives 
the commonwealth's right to sovereign immunity with respect to the 2014- 15 notes. There is also word 
that the ostensible lending group for the transaction has demanded: 4) additional security. Including a 
potential GO pledge (unlikely, in our view) or some form of guaranty. Even without a GO, this is a 
different and stronger security than used for past TRANs (which had little protection versus the 
commonwealth's general obligation claw back) and thus subtly erodes the base of resources available 
to secure PR general obligation bonds. While the legislation does protect several other bondholder 
securities (exempting COFINA revenues, special act 22-2000 deposits on behalf of KTA, crude oil and 
cigarette excise taxes directed to HTA, and sales and use taxes to be used by the convention center 
district) from capture by the special TRANs fund. PR is once again drawing resources away from 
outstanding (GO) bondholders to secure new borrowing access; a trade that is unsustainable in the long 
term. 

Bconomics: PR's August EAI was disappointing, decreasing 1.11% versus 2013: the btggest drop in four 
months. A lack of ecorusmic growth on the island poses considerable risk to economic forecasts and will 
reasonably worsen the commonwealth's cash position. Of the four EAI components, only non- 
agricultural wage employment increased (by 0.4%), the GD8 citing construction employment as a 
particular bright spot (up 6.6%). The other components were all negative: cement sales fell 22.4%; 
gasoline consumption was 0.3% lower, and electricity generation decreased 4.1%. Continually negative 
readings underscore the uncertainty of PR's bustness climate amidst the government's fiscal crisis, the 
ongoing inability of the public sector to stimulate growth, and the ostensible tightening of bank credit. 

Management It is widely expected that significant changes in Garcia Padilla administration will come 
this week, following the recent resignation of the chief of staff Ingrid Vila and several others. To an 
extent, changes like these are consistent with an administration at its midpoint between elections, but 
turnover of key positions can make already complex financial and stakeholder discussions more difficult. 
For example, PR management is now working to ensure adequate operating liquidity through a 
challenging FY2015 budget year, execute future borrowing with the island's alternative lenders, to 
interface with variously-politicized legislators, implement complex tax reforms and system reforms, and 
manage public corporation restructurings with hired experts. 


September 8, 2014 

PREPA RESTRUCTURING ADVANCES; Ahead of today's deadline to appoint a chief restructuring officer, 
PREPA's governing board on Friday announced the appointment of Lisa Donahue, a turnaround and 
restructuring expert. Her experience as a consultant in the energy field are impressive, especially her 
role as chief financial officer at Caipine through its bankruptcy and as a restructuring officer in the oil 
and gas field. Her appointment appears to have been well received, and she will most likely be 
"reasonably acceptable" to the bondholders, as required in the forbearance agreements. 
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As with other distressed municipal situations, however, the honeymoon will be short. Most concerning 
is the capacity of PREPA's entrenched, labor'influenced board and legislative overseers to swallow the 
same bitter pill they have long resisted. Count us as skeptics. The governor will be required to show 
leadership in intervening in disputes between the CRCTs nebulous authority and other stakeholders, 
including impatient investors. Thus far, Garcia Padilla's record of statesmanship has been unconvincing. 

Ultimately, the CRO brings much needed credibility and buys time (again) before what we believe is 
going to be a rocky operational and debt restructuring, despite the ambitious, scripted reform 
timeframe outlined in the creditor forbearance agreements. PREPA's path to self-sufficiency and lower 
power costs will require: 1) overhauling its indefensible labor structure; 2) transitioning from the 
currently unsustainable crude oil power generation to something else; and 3) rationalizing its unwieldy 
cost structure, which will include a debt restructuring. 


August 18, 2014 

PREPA, BACK TO THE WALL, FORBEARING AGAIN: Late Thursday, Puerto Rico's GDB reached 
forbearance agreements with three separate groups: long-term bondholders, fuel-purchase creditors 
(Citibank/Scotiabank group) and the GDB. ail which will last through March 31, 2015. 

Given PREPA's precariously low gross liquidity position, now about $382M unrestricted, and creditor's 
questionable security position, both parties had strong incentives to settle. The agreements allow the 
supermajority of PREPA insurers (primarily National with $13B and Assured with $655M of its $9.38 
debt) and bondholders to avoid painful write-downs and live another day. PREPA can preserve cash for 
critical operations and fuel purchases by delaying payment on credit lines, suspending required Revenue 
and Sinking Fund transfers, delaying all payments on GDB loans, and usirtg construction funds to pay 
current expenses and capital improvements (budgeted at $300M this year). PREPA also averts legal 
actions over technical default, noting the acknowledgement that PREPA "did not make the required 
monthly Bond Service Account and Redemption Account deposits on July 25, 2014." 

Although post-forbearance trading is reflecting price rebounds, we expect to see continued PREPA 
volatility. The temporary agreements only delay deep bondholder haircuts. The agreement on page 3 
cites likelihood for new financing, loan, or "debtor in possession" facility In any proposed recovery 
program or debt enforcement plan restructuring plan. And the processes by which PREPA will ultimately 
submit itself, or be forced to, privatize its heavily unionized and politically entrenched operation will be 
rocky. 

What's Next? The conditions included in this agreement are severe. For example, PREPA must use 
"pursue overdue accounts" (e.g. PREPA's $640M receivable from the PR government), and also record 
revenue from municipalities and associated receivables as well as Contributions in Lieu of Taxes 
beginning September 1, 2014. Although PREPA has stipulated to pay all P&t, in advance of the next 
bond payment on January 1, 2015, creditors demand the transfer of five payment installments ($170M 
aggregate) to a special Trustee-held defeasance fund "if Reserve Account funds are required." Further 
anticipating the possibility of disruption, the counterparties have a January 15, 2015 termination 
option. Creditors also extracted numerous early termination provisions and withdrawal rights 
(specified for the "Ad Hoc Group") if PREPA fails to deliver throughout the term. For example, the 
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agreement contains an automatic suspension provision if the Recovery Act (or any other action seeking 
to adjust or challenge the claims of PREPA's creditors) is instituted by or on behalf of PREPA. 

The creditors insist on detailed disclosure, including monthly cash reports, weekly updates to the Initial 
13-Week Cash Flow Statement and Construction Fund disbursement, and various notices, to "Forbearing 
Bondholders and/or their advisors who have executed non-disclosure agreements." It is unclear from 
the document whether non-signatories will be provided access to this information and if these 
"Forbearing Bondholders" wilt be restricted from trading on privileged information. 

PREPA must also appoint a chief restructuring officer (CRO) by Sept. 8 and a debt restructuring plan by 
March 2nd, both. It remains unclear how the CRO is appointed, what powers the position holds, and 
whether PREPA will even cooperate. The agreement also appears to obligate PREPA to hire FTI 
Consulting to develop a report on "best practices" to be delivered to PREPA no later than November IS. 
2014. 

The restructuring plan will also require negotiations with PREPA's largest union, UTIER, now the focus of 
reform efforts. The union, which reportedly barricaded doors outside PREPA headquarters as this 
agreement was being negotiated, will resist payroll reductions and layoffs. 

PREPA's leaders have long resisted reform and this agreement is no panacea. Reducing the cost of 
energy by diversifying fuel sources will require patient, fresh capital and receptivity toward innovative 
technologies and approaches. The task at hand and strict conditions detailed above may be more than 
the utility alternative can reasonably handle. Despite ceding considerable authority via the agreement, 
PREPA's Board and management team remains intact and. we believe, an obstacle to successful 
execution of this plan as long as they remain in place. 


July 28, 2014 

PUERTO RICO TO ROLL OR FILE: PREPA's forbearance agreements with Its credit line providers—CItlbank 
($146 million) and the Scotiabank consortium with Banco Popular and Oriental Bank ($525 million)— 
expire on Thursday. Reportedly, negotiations were ongoing over the weekend. MMA sees another 
extension as likely via extension of the lines themselves via a DIP structure as provided by PR's Recovery 
Act. The bank negotiations coincide with PR talks a group of hedge funds currently targeting an entry 
point for deeper financial involvement in PR's restructuring efforts. In theory, this implies an 
acceleration of proceedings and lenders considering the lower rungs of PR's capital structure should 
choose new positions with caution. Also, immediate assistance from traditional municipal managers 
remains unlikely: there are now two lawsuits against the Recovery Act (the second of which being led by 
Ted Olson, a high-profile plaintiff's attorney). The Commonwealth has fired back against these suits with 
its own motion to dismiss stating that the. "US Supreme Court has long rejected the argument that 
Congress's authority to enact uniform bankruptcy legislation automatically precludes states or 
territories from passing their own restructuring laws where, as here, there is r>o conflict between the Act 
and federal bankruptcy law." 

Note the backdrop of Argentina's unfolding default brinksmanship between two sets of investors, both 
clinging to specific terms (the "Rights Upon Future Offers" or RUFO) that were hammered out in the 
depths of that crisis years earlier. As with PR. jurisdictional issues over court rulings and populist 
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dynamics are key ingredients. Miilstein and Clearly Gottleib certainly will have an eye on Argentina and 
its implications as they work toward their own client's best outcome. 

PREPA INSURED BOND TRADING IS REASONABLE; While uninsured PREPA Cusips have traded down 
into the low $40s. insured bonds have retained a rarige of values, indicating market perceptions of the 
individual insurers' ability to cover their policies. In general, we find these company-by-company 
opinions to be quite realistic, if not a bit cheap regarding Syncora. We also note differential treatment of 
these insurers' anticipated recovery values across the curve: virtually all insured, short -maturity bonds 
trade at or dose to par. However, as maturity increases, bonds begin to trade at increasing discounts, 
reflecting both the uncertainty in long-term PREPA proceedings plus an increasing risk of insurance 
payment haircuts {Figure 6). 

The Model: Uninsured PREPAs are now trading in a 43-46 range. Using the worst-case experience of 
FGIC’s rehabilitation (which wilt pay an estimated future value of 25% of policy claims to FGIC-insured 
bondholders), the market-implied insured PREPA payout should thus, at a minimum, be 45+2S or 70 
cents. We say "at a minimum" because FGIC's experience and losses are very likely to be worse than 
those of any still existing bond insurer, FGIC being brought down by outsize portfolio risks to damaged 
structured finance transactions (with no help from JeffCo, Detroit, and some PR). All of the remaining 
insurers have, by definition, already survived their structured portfolios, meaning their individual worst- 
case scenarios, if modelled, would reasonably bring bondholders a better total payout 

PREPAYS insurers: Insurers wrap approximately $2.9B in PREPA bonds with main insurers including 
Assured Guaranty ($1.1B), National Public Guaranty ($1.4B), and XLCA ($248M). However, there are four 
PREPA Cusips secondarily-wrapped by BHAC. which, since its very limited entrance into the municipal 
market, has been the morKiline insurance gold-standard. BHAC-wrapped PREPAs accordingly trade at a 
premium or at par, depending on their coupon. BHAC thus continues to represent what AAA bond 
insurance once did— pure credit replacement of the underlying issuer, with little investor thought 
needed for what is happening below the Berkshire level. 

Investors give Assured Guaranty (AGC and AGM) and National policies more modern treatment as credit 
enhancement, where expected recovery s underlying credit performance > that of the insurer. Among 
these, short maturity PREPA bonds also continue to trade at par, intermediates at a S cent discount (95 
cents), and long maturity bonds at a lO-cent discount (90 cents). Thus, bondholders are assuming 
Assured and National would provide almost twice the bondholder recovery were they to undergo a 
FGlC-style rehabilitation. This is not an unreasonable assumption. We agree that the risk of either of 
these companies needing rehabilitation is low (but not zero), and that, even if this were to happen, 
bondholder payouts should be substantially greater than with FGIC. 

By contrast, bonds insured by Syncora (XLCA)— which has the largest proportional exposure to PREPA 
with $248M out of $348M total— are trading at more significant discounts: short maturity bonds at a 10- 
cent discount (90 cents) and long maturity bonds at a 25-cent discount (75 cents). Again, this implies 
that Syncora. were it to undergo rehabilitation, would wind up within 5 points of FGIC. We find this 
scenario highly unlikely. While Syncora, being in runoff, is a more obvious candidate for rehabilitation 
than the other two, its portfolio has already survived the collapse in structured finance. It thus should, 
today, represent an incrementally better risk than did FGIC, meaning Syncora insured PREPA should be 
trading at slightly better levels. 
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PREPA Insured Market Recovery 






Par Value 

lOO.CO 

lOODO 

100.00 

Jntnsured Recovery 

4620 

4316 

4.312 





BHAC 

N/A 

103.79 

108 36 

Assured 

9ft37 

94.66 

90.67 

National 

9934 

95 50 

S8.84 

XLCA 

9049 

N/A 

75.26 





BHAC Payout 

N/A 

56.82 

S&38 

Assured Payout 

5316 

5L4a 

4735 

National Payout 

5314 

52.31 

45.72 

XLCA Payout 

44 29 

N/A 

3214 


July 21, 2014 

PUERTO RICO CREDIT UPDATE: Last week, the commonwealth’s financing team presented a scripted 
investor call highlighting ’'meaningful and decisive actions to protect its fiscal health and establish a 
foundation for economic growth.*' followed by the far gloomier Quarterly Report of the GDB. The 
carefully worded filing generally mirrors much of the previous February 18th Quarterly Report and 
March 11th POS's IS-page risk section, primarily restating the key point that the Commonwealth "may 
not be able to honor all of its obligations as they come due if it does not have sufficient access to the 
capital markets.** A statement was released over the weekend seeking to "contextualiie" the report 
stating, “any claim that the government admits In the document that the crisis has worsened in wrong." 
The report makes a few notable modifications from the prior reports, specifically: 

1. The impact of recent downgrades. With PR's GO ratings now at B2, BB- and BB, "there may not be 

sufficient demand... to issue any future bonds or notes." An added sentence in the new report 
states that, "In addition, changes in the Commonwealth's credit ratings are likely to affect its 
relationships with creditors and other business counterparties." 

2. A more negative economic outlook. According to the PR Planning Board, for fiscal years 2014 and 

2015, real GNP is projected to increase by only 0.1% and 0.2%, and “more recent data from the GDB 
suggest even slower growth or possibly a decline." This will have dividends in a commonwealth 
budget shortfall as revenue models assume positive growth. 

3. A snapshot of GDB's liquidity, improved but not o ponoceo. While it is favorable that GOB has 

increased liquidity by $1.7 billion after the GO bond deal, it is unclear how long its capital will remain 
adequate. As of June 30, 2014, GOB's cash, bank deposits and investment portfolio at fair market 
value was $3.2 billion. The Report spedfically warns the “delays m the repayment of outstanding 
GDB lines of credit limit GDB's ability to continue providing liquidity to the Commonwealth." 
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4. FY2015 budget execution risk looms. The report highlights concerns that the Commonwealth will not 

meet projected FY2015 revenue levels or achieve the required spending cuts For to achieve a 
balanced General Fund budget. This may require emergency measures "that may Include a 
restructuring, moratorium or other actions affecting creditors' rights." Which creditors' rights are 
not specified? MMA sees this stated contagion risk quite consistent with the rationale cited by all 
three rating agencies in their recent downgrades. 

5. Spotlight is now on government liquidity. PR is seeking to access external borrowing to cover critical 

intra year cash flow imbalances with TRANs (Tax And Revenue Anticipation Note}. Lending under a 
TRAN line requires considerable faith in budget execution given the need for full TRAN "bullet" 
payment at maturity. As MMA noted in our May OUTLOOK, the various banks that participated are 
unlikely to renew their commitment for obvious reasons. Given the precarious nature of the FY2015 
budget, the appetite for new borrowing is likely limited, heightening the risk of a midyear liquidity 
event. 

Other Developments. The report also adds that: 

• FY 2014's S208M budget deficit was covered by a $93M loan from GDB, and S115M in cash 
management measures. After considering the $S75M refunding, the total amount of the fiscal year 
2014 budget deficit was $783M. It appears that a good portion of this was closed via one-time 
transfers of costs and/or revenues between the General Fund and the agencies. 

The $344M of annual interest costs for the last GO deal will require "significant" resources beginning in 
FY2016. 

Should Ooral prevail on its claim against the Commonwealth, the Commonwealth would be required to 
pay $230 million over a five-year period. 

- On May 5, 2014, the Commonwealth was formally notified that the United States Army Corps of 
Engineers had agreed to waive all cumulative Cerritlos Oam-related penalty interest and fees. 

The report acknowledges that PREPA is headed for restructuring. Although "no public corporation has 
sought relief under the Recovery Act... PREPA may need to seek relief under the Recovery Act." PREPA's 
two fuel financing lines (totaling $146 million and $S50 million as of July 6, 2014) are currently subject to 
acceleration and the July 31 forbearance deadline approaches. The report states that "over the next 
few weeks, PREPA expects to continue discussions with the lenders concerning its vision for the future 
as it evaluates various alternatives to improve its financial situation and operations." The report takes 
note of a lawsuit filed against PREPA and PR's intent to defend itself vigorously, noting that it "will take 
time to be ultimately resolved." 

Beyond PREPA: We continue to have concerns about all levels of the island's capital structure if a 
liquidity crisis arises in coming months. We do however believe that PR will be most diligent in 
attempting to protect its GO securities first and foremost, given the Constitutional protections. 

We generally believe that believe COFINA will remain protected as well, but with less conviction. In 
addition to our ongoing concerns over lack of clear judicial backing of COFINA's claw back-proofed legal 
framework (among other political considerations), we note last month's passage of Act 72-2014. Act 72 
postpones the October 2013 direction of a 0.75% sales tax increment to COFINA until the "fiscal year 
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following the year in which the COFINA bond issue is consummated.** The dedication of this increment 
had been viewed as a credit positive for COFINA's existing bondholders. Thus even this ostensibly lock* 
solid credit is not entirely safe from a government in need of cash flow. 

We also Increasingly of the opinion that the Commonwealth will protect the 6DB. We see House Bill 
2039, recently introduced into the Puerto Rico Legislature, as an attempt to carve out GOB's exposure to 
Highway and Transportation Authority (HTA). If approved, the bill will transfer HTA's debt, together 
with the revenues that were enacted last year (Act 30 and 31), to PR Infrastructure Financing Authority 
(PRIFA). The bill does not explicitly state the HTA will need to be restructured, it does appear that a 
possible to isolate (he GD8 from the impact of HTA debt write down if the agency files for protection 
under the restructuring act. 

HB 2039 has received a positive report from the Treasury Commission of the House and a positive 
recommendation from the GOB. The bill is scheduled to be put to a vote when the Legislature 
reconvenes in August. It then goes to the Senate and on to the Governor for his signature. As with the 
Recovery Act, it is unclear whether this legally is possible without violating bondholder covenants, 
and/or could be voided as an unlawful preferential transfer. 


Juty 7, 201A 

SYSTEMIC RISK FROM PUERTO RICO; With the flow of negative news heading into the holiday 
weekend— particularly concerns that PREPA drew from reserves to make its payment last week- 
investors continue to re price the risk in PR securities. This creates concerrts that; 1) certain fund 
complexes heavily concentrated in PR holdings will see large NAV declines, causing outflows and selling 
pressure, and pushing broad market yields, spreads, and cross-market yield ratios all higher; 2) other 
issuers will be similarly "disciplined" by the market; and/or 3) there will be negative implications for 
Congressional support of the tax*exemption. Noting caveats below for affected market sub-sectors. 


Brood Market taypacti Should be Manageable but with Caveats: If near-term mutual fund outflows are 
larger than anticipated AND the taxable bond market begins a bigger struggle against inflation and 
growth fears, PR could be a contributor or accelerant to market weakness. However, even in a worst 
case, this is more likely to be a matter of weeks not months, and dozens not scores of basis points. In 
our view, PR's downgrades and likely restructurings more likely represent an incremental threat to near 
term performance, noting mitigants in: 

L The current market context— extreme supply scarcity and persistent rally in yields and spreads. Funds 
thus should also have access to unspent cash, temporary lines of credit, and reasonably liquid 
securities (i.e., tobaccos) to afford emergency funding needs. This may weaken somewhat if the 
prices in USTs continue to reverse, but that does not appear likely. 

2. The fact that many portfolio adjustments have already been made— and many headlines already have 
already been filed— since PR's crisis accelerated last summer. We assume a number of retail clients 
and their brokers were not up to speed ahead of last week's downgrades, but most institutional 
investors sureiy were. 
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3. The ready capitulation on price by initial sellers of PR securities (via sub-70 cent GO and sub-50 cent 
utility trades and even the large 2014 GOs lodged only one (1) trade at or above 85 cents on 
Thursday, having never fallen below 85 cents prior to last week) is likely easing the secondary order 
flow, although it will magnify the impact on mutual fund NAVs. To the extent PR-heavy funds 
liquidate non-PR bonds to afford outflows, their internal PR concentration (and thus exposure to 
falling price evaluations) rises, making continued Investors outflows more likely. 

Caveat One, Puerto Rico Goes Tribal: We do expect that market sub sectors related to PR could and 
likely will be negatively affected in the near term, including generic high yield and, in particular, other US 
Territory bonds. Should PR's Restructuring Act be validated by the courts, all US Territories— and not just 
PR— will have effectively been awarded the right to unilaterally adjust their contracts with bondholders 
in a manner unconnected to Federal legal precedents. In effect. Territory bonds may need to be treated 
and priced like Tribal financings and perhaps ultimately moved away From a traditional, municipal 
market borrowing context (into emerging markets?). Current holders of Guam and VI paper should 
strongly consider taking gains (selling their bonds) immediately before there is a greater appreciation of 
the related risks to their credit profiles. 


June 30. 2014 

PUERTO RICO PREPARES TO RESTRUCTURE PUBUC CORPORATIONS: PR's Governor Alejandro Garcia 
Padilla signed the Public Corporations Debt Enforcement and Recovery Act (Recovery Act) into law over 
the weekend, with limited debate, just days after It was filed. The law is the island's attempt to rectify a 
long-standing problem: a gap between federal bankruptcy code and the PR law for the Island's troubled 
public corporabons. Specifically three entibes, the electricity, water, and highway authorities— which 
collectively have over $208 in debt outstanding— had nowhere to go to in case of financial distress and 
insolvency. This law advances a framework for relief specifically for public corporations, while explicitly 
protecting GO COFINA and GOB bondholders, as well as municipalities' debt, among others, in the 
meantime. In a larger sense, this bill may represent PR's pivot with respect to bondholders: meaning, a 
transition from describing debt obligabons as inviolable to describing the risk if debt payments and 
bondholder remedies interfere with the corporations' other stakeholders and their critical public 
missions. That pivot is a critical feature: if this law is ultimately upheld by the courts, bondholders in PR 
will be uniquely exposed to considerations of willingness to pay. 

What it Does: The bill itself allows the public corporations to be restructured on declaration of a 
financial emergency and with approval of the GD6 and/or Commonwealth government. Restructuring 
can follow two tracks named for their section number. Chapter 2 entails a negotiated restructuring with 
bondholders, requiring 3/4ths of impaired holders to agree to reduce or extend repayments. Chapter 3 
is a court-ordered process built to mimic Chapter 9; however, the bill sets a minimum recovery for each 
creditor at the sum of: 1) the minimum recovery each creditor would receive were all creditors to 
exercise their remedies simultaneously, and 2) a pro-rata share of a hope note, secured by 50% of 
excess cash flow generated by the corporation for ten years following the restructuring. 

Prices Affected: We emphasize that NO corporation has filed under this new law yet. But there is 
widespread speculation that a PREPA filing Is close at hand, possibly imminent, accelerating related 
bond trading at distressed prices, last week, PREPA-issued securities traded into the mid-40s, as did 
some PRHTA bonds. Commonwealth GOs traded up— apparently in expectabon of the island's Improving 
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econorr^ic prospects should electric and water rates be lowered through bondholder cramdowns—while 
COFINAs were off slightly. 

Legal Pushback: Investors are challenging the Constitutionality of the Recovery Act, Two large fund 
groups, Oppenheimer and Franklin, filed suits saying that only Congress can approve bankruptcy laws 
and that the law violates constitutional protections in that it would allow PREPA to use existing debt as 
collateral for future loans. Reportedly 23 other fund managers are also Tiling a lawsuit which states that 
activation of the restructuring process represents an unconstitutional seizure of the assets of the 
bondholders, impairment of contracts, and illegal delegation of power to the courts of PR as the law 
intended to stop and prevent lawsuits against corporations public in federal court. Finally, it is unclear 
what strategy the Commonwealth would pursue were these plaintiffs to succeed in invalidating the new 
law. A reasonable scenario in that instance would be disorderly defaults by PREPA and perhaps other 
public corporations, to the direct detriment of the GDB and thus indirectly impacting the other 
Commonwealth credits. 

PRBPA: The power utility is indeed a logicai and convenient scapegoat for the island's economic woes. Its 
high rates combined with other factors are driving businesses away, consuming family budgets, and 
depressing economic activity. PREPAYS entrenched management has been remarkably unresponsive to 
reform attempts despite repeated assurances that it will diversify power and lower costs. Most 
immediately, large debt obligations loom as lines of credit expire in the very near term, threatening 
liquidity. PREPAYS director has said publicly that its large fuel financing lines are being called in by two 
large banks. Lacking sufficient internal resources, PREPA would face an event of default. Using the 
Recovery Law would allow the entity to continue providing power across the island while it contends 
with scores of legal challenges. 

More broadly, PR's central government simply is out of options to balance its own budget and can no 
longer afford to support public corporations. The June 30 Hscai year end arrives today, with a large 
current year gap, and next fiscal year’s (2015) balance at best precarious leaving the Governor little 
option other than to finally choke off the public corporations. This effectively makes bondholders 
unwitting austerity participants, shouldering the burdens previously borne by central government 
subsidies. A PREPA debt restructuring provides an expedient way to achieve the budgetary "balance" 
Governor Garcia Padilla pledged when he presented his FY2015 spending plan. Painful cuts and fiscal 
emergency laws have failed to ameliorate the downward slide. Facing labor strikes and rapidly declining 
popularity, the Governor is pivoting to the populist inclinations, forcing to make bondholders share the 
pain. 

The Credibility Gap: Recently, more aggressive PR investors have allocated shareholder dollars to PR 
issuers based on several key premises. Specifically: 1) the indentures and legal framework protects 
them. PREPAYS 1974 indenture explicitly states that bondholders can name a trustee to run the 
corporation, under certain conditions; 2) these public corporations are essential service monopolies 
which will raise rates to manage costs and protect market access; and 3) if all else fails, they can always 
rely on the longstanding protection of the GOB, the government's fiscal agent. The GDB is now backing 
away from that implied support and advancing a view of the individual loans as separately supported by 
their own various sources of revenues and income. It is noteworthy that GOB has considerable loans to 
these same corporations that it purports to be protecting and expect to hear much more about these 
potential conflicts of interest. For instance. 1596 ($2.1B) of the GDB's loan portfolio is to the PRHTA. 


MMA ln0eD*na*n< «n4 Oala Ortvai 


26 I P a g e 



68 


Which IS not to say GO and COFINA holders should breathe easily, The potential financial relief and 
economic benefit restructuring public corporation debt represents Is not a panacea, but a step to enable 
potential relief from one set of shareholders. PR's finances remain in alttcal condition and It is possible 
this step may eventually prove to have caused more harm than good. Specifically, the Recovery Act Is an 
attempt to establish a precedent that contemplates bondholder impairment: a door that previously was 
considered closed. In direct response, S&P has put the GO and COFINA ratings on CreditWatch, speaking 
to the pivot in willingness mentioned above. Further today's Caribbean Business headline "PR 
Government Eyes $60M Bond Issue." highlights the island's need for continued market access and for 
capital markets support and trust Its hard to see the Recovery Act increasing either. And finally, 
remember that the introduction of this bill and its messaging is occurring during a period of heightened 
scrutiny of municipal issuers by the SEC. There are also disciosure-related issues— as of this morning, 
MMA found no notice of the new law filed in EMMA and only partial disclosure of the recent rating 
changes. GOB's own website was carrying incorrect ratings this morning. There are also potential issues 
for broker dealers recommending PR bonds to retail investors: the evolution in risk has been rapid and 
sales and marketing material may not be up to date, arousing further regulator concerns. 


June 2, 2Q1A 

PUERTO RICO'S MARKET RISK IS SMALLER, NOT FORGOTTEN: In MMA's view, PR's systemic impact on 
the rest of the municipal market has waned. In particular as most large holders have, by now. likely 
come to grips with the risks In their exposure. But diminished is not eliminated, and there Is still latent 
risk of market disruption, in particular if the Commonwealth's financial and solvency issues become 
more pressing so soon after completion of their $3. SB in deficit financing bonds. It may simply be that 
PR leadership has done a poor job managing Investor expectations, raising the potential for a larger, 
unexpected downside. We highlight some of these risks below. 

ECONOMIC MALAISE CONTINUES — The GOB's latest Economic Activity Index (EAI). released Friday, 
shows that the island's battered economy has registered its 17th consecutive VoY decline with the 
recession now nearing eight years in duration. The April EAI showed a 1.3?£ YoY reduction, on the heels 
of a 1.0% decrease in March 2014. Components of the EAI include non-farm employment, which 
dropped 1.5% YTD FY2014, electricity generation which was down 3.1%, gasoline consumption which 
declined 2.1%, and cement sales, which were 14.6% below last year. 

While these numbers are concerning, investors may find that the reality is actually worse. Puerto Rico's 
Planning Board recently acknowledged that "certain significant deficiencies" and unreliable economic 
statistics have existed for several years. The GDB states that it will be releasing a new seasonal 
adjustment procedure next month to "allow more reasonable month-over-month comparisons...and 
further reduce the volatility of the Index." 

Regardless of the outcome, PR's worsening economic backdrop and $442M revenue shortfall in April 
($380M because of corporate tax underpayments) have heightened focus on the island's near-term 
liquidity, the FY2015 budget, and further borrowing plans. Key PR financial officials traveled to NYC last 
week to assuage rating agency concerns as the island enters the last month of the fiscal year. Reportedly 
PR officials stated that large manufacturing firms were being asked to make advance tax payments to 
contain the budget gaps and that GDB "is willing to step in with financing to shore up the public coffers." 


MMA ln0eD*no«n( ano Oaia Oriyan 


27 I Pag » 



69 


The Commonwealth's OM6 Director stated that emergency cuts would leave the island close to budget 
for this year^ but recent analysis by Sergio Marxuach, director of Public Policy at the Center for New 
Economy, shows that PR may carry a structural budget gap forward into FY201S as large as $18. While 
the Governor has declared the budget "balanced", MMA's view is that this balance is illusory given the 
island's aggressive revenue estimates (up over $650M resulting from new revenue measures), continued 
reliance on a handful of corporations, over $SOOM of non recurring revenues, speculative proposed 
budget cuts, questionable savings, and lastly, the effect of the budget on the general economy. 

LIQUIDITY REMAINS THE FOCUS - MMA's primary concern remains the island's ability to repay its 
TRANs on June 30 (see table below) and find witling 

participants in next year's TRAN borrowing, where lenders (some of whom face their own fiscal 
challenges) will be asked to put considerable capital at risk based on a budget that, in the PR OM6 
Director s own words, "entails complex implementation processes and a high degree of estimation risk." 
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transfer, but according to PREPA's Treasurer, the agency has considerable latitude to pay for capital 
projects from internally generated Funds and replenish these with highly fungible borrowed moneys. 
According to PREPA's most recent financial report (3/31/14), the agency's (restricted) Construction Fund 
balance was $433M, assumedly from last year's bond proceeds. Of greater concern is the utility's 
liquidity, which is operating now with ten days cash. Financial disclosures also show PREPA's widening 
$1.66 accounts receivable balance, of which $672M is due from government clients and $1.3B accounts 
payable ($762M for fuel oil). Considering the above, a negative $1B net deficit position (<*>23% versus 
last year), and inevitably rising capital costs, PREPA's BBS rating is sorely lacking credibility. 

PR's political leaders (particularly Senate President Bhatia) dearly recognize the risks that PREPA poses 
to the Island's economy and bondholder confidence (how a PREPA restructuring would affect other 
bondholders is a major question). While recent PREPA reform law signed by the Governor is a good first 
step toward imposing some discipline on PREPA's operations, It may be too late. PREPA's entrenched 
management team continues to desperately maintain its position stating that its FY2014 recommended 
budget, to be released today, will reflect "today's realities." PREPA's reality is that it is operating deep in 
the red, with antiquated technology, high costs and declining sales. All-in debt service costs are $702M 
for next year, not factoring Scotiabank's $550M Fuel Financing line of credit, expiring on 8/14/14. and a 
$2S0M Citi line, expiring 1/9/15, create major liquidity challenges For an entity that already spends much 
of its $SB on fuels and salaries. And: it was reported last week that 30 agents From the PR Special 
Investigations Bureau seized documents from the agenc/s Fuels Purchasing Office. Many on the island 
have speculated about the possibility of selective power blackouts to manage cash, but this will cause 
considerable economic and civil disruption, that may entail debt restructuring as well. 


MMA 
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May27,201A 

PR HIGHWAYS DRAWING ON BANK SUPPORT; Last week, Puerto Rico's Highways and Transportation 
Authority (KTA) filed a notice that; 1) a series of its VRDOs (745190Y77; S200M Series A of 1998) have 
recently become bank bonds under their LOG; 2) the GD8 appears to have stepped in to replace the LOG 
provider; and 3) HTA and GDB intend to amend the bonds' repayment provisions and the security 
pledged for repayment. In our view, the first development has been common enough in the last few 
years not to warrant special consideration. But the second and third— which may imply an extension of 
maturity or a recast interest rate— is another negative data point for the credit and the related 
messaging for Puerto Rico in general. In the worst case, developments could warrant HTA's inclusion in 
our database of defaulted and impaired bonds, reasonably under the "Support" or "Other" categories. 

HTA may be headed for our database in any event. There are rising operating subsidy requirements to 
the Tren Urbano light rail, an underperforming and underutilized asset, which has long been a burden 
on the overall system. Recent reports also indicate that the system has stopped paying third-party 
vendors amid mounting cash flow pressures. Finally, HTA will need to access the market In the coming 
months to repay RBC's $400VI loan or face increasingly punitive Interest rates. And remember that a 
quarter of the GOB's own loans are to the HTA: a material weakening in the latter's credit raises the 
issue of GDB write downs and related knock-on risks across the island. The ongoing $230M Doral Bank 
dispute has also raised criticisms regarding Puerto Rico's ability and willingness to honor existing bank 
obligations 


May 12, 2014 

PUERTO RICO, APRIL SURPRISE: Puerto Rico missed its estimated revenue target April by 26%, or 
$442M. In dollar terms, PR expected $1.67B this April but only received $1.22B. Year-to-date (July-April) 
revenues are now below budget estimates by $3S6M with two months left. The primary cause of the 
monthly shortfall was the corporate income tax, which was S380M, or 50%. below the $776M estimate. 
Reportedly, thousands of corporations filed tax returns with applications for extensions, many of which 
(53%) included no payments. The time extension for corporations Is 3 months, ending iuly 15, 2014. 
There is much speculation about the causes for the extensions, including that many business owners are 
deferring payments for purely fiscal reasons. Apparently many companies have opted to ask for the 
extension without sending an estimated payment, hoping they would be able to negotiate lower 
payments with Treasury in exchange of not firing people or having to simply shut down or downsize. 

The shortfall also underscores a point that MM A has focused on for some time— Puerto Rico's skewed 
reliance on a highly volatile corporate tax. Act 154 excise tax makes up more than 20% of Puerto Rico's 
General Fund revenue and other business taxes push the total reliance above 40%. The US state 
average is about 6%. 

Implications are brood. A cash flow shortfall would require immediate spending cuts or external 
borrowing measures to bridge the gap. it is unclear whether the Treasury has requested a line from 
GOB (yet). The Commonwealth also has roughly $1B of TRANs (intra-year cash Row borrowing, 
originated before the downgrade) with a variety of banks as well as the GDB. The ability to repay these 
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notes with internal liquidity is a concern, but perhaps as importantly wilt be the ability to find TRAN 
lenders next year. 

More broadly, the credibility of the Commonwealth's estimates and forecasts are wearing increasingly 
thin. Recall that FY2014's gross receipts tax proposal was quickly cobbled together after the Center for 
New Economy stated that the Commonwealth's initial proposals were, "logically incoherent in the best 
case, and as bordering on economic illiteracy in the worst... .we fear that that the end product may be an 
incoherent jumble of new taxes and exemptions that will significantty increase the complexity of the 
system, complicate both compliance and enforcement efforts, and fall to generate the expected 
revenues.. ..in which case a further GO downgrade would be inevitable." 

Note that PR's Treasury is again predicting an increase of between $615M and $700M in revenues next 
year from various other revenue measures as well as rosy economic projections. Last week, a respected 
PR-based economist estimated that the economy, at best, will shrink by 0.8%, rather than grow by 0.1%, 
the PR Planning Board estimate upon which the new budget is being based. In a press release entitled, 
"April Revenues Increase 20% 

Year-Over-Year; Year-To-Date Revenues Exceed Last Year Period By $465 Million", the Secretary of the 
Treasury, Melba Acosta, stated "Certainly, these are not exactly the results we expected." We expect 
better and again urge the Commonwealth to adopt legislation introduced by Senator Bhatla to create a 
professional nonpartisan, oversight and analysis body as soon as possible. 


April 14, 2014 

PUERTO RICO PENSION REFORM AND ECONOMIC DATA ARE INCONCLUSIVE: Late Friday, the Supreme 
Court of Puerto Rico, declared In a 5-3 decision (Justice Felibertj recused himself) declaring key 
provisions of Law 160 teacher's pension reform unconstitutional. Specifically, the Court reasoned that 
aspects of the pension law did not comply with the strict standard of being "reasonable and necessary in 
furtherance of an important government interest." Several justices stated that the Legislature did not 
adequately study the legislation's probable effects and that It did not adequately prove that Law 160's 
solved the problem. According to Politank, a PR-based Government Affairs law firm that has been 
closely tracking the issue, the Justices factored into their ruling the potentially "disastrous effects" of 
Law 160 were it to triggering a massive retirement of teachers to avoid the law's cuts. Such premature 
retirements would potentially consume all retirement system assets in short order. Note that several 
key components of Law 160 were upheld (eliminating collateral benefits and medicine bonuses, and 
post-reform reductions) and we believe the island leadership will take action to remedy many of the 
Court's concerns. 

Still, this court ruling appears to undercut assertions that Puerto Rico's judiciary will always defer to 
"legislative determinations." This claim was cited as an island credit strength on a GOB'S October 31 
conference call, in response to investors' legal concerns about COF1NA and related claw back issues vis- 
^•vis the 60 security's first claim on revenues. MMA has long urged the Commonwealth to settle this 
dispute via a mandamus validation process (common in many US states) where the Supreme Court can 
rule (or not) whether sales tax revenues constitute "available resources" which, under Puerto Rico's 
constitution, are dedicated on a first priority basis to the payment of Puerto Rico's "public debt." 
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Additionally, as the island continues to engage more "restructuring" experts, Justices may also be forced 
to weigh contractual commitments to bondholders versus Puerto Rico's other stakeholders and 
economic growth prospects. In our view, the majonty's opinion ruling that the ban of 
impairment/violation of contracts is not absolute keeps a door open in this area, although clearly the 
standards for such a reversal would need to be high. 

The decision is also a blow to Gov. Alejandro Garcia-Padilla (a pro-Commonwealth, strict constructionist 
attorney) who showcased the teacher pension reform as evidence of his administration's fiscal 
successes in marketing the large bond deal. The ruling relies on data that conflicts with, and 
undermines, some of the administration's arguments regarding the system's solvency. Reportedly, the 
Governor is now hammering the Justices' perceived "free-lancing," saying their court decision could 
sidetrack his efforts toward fiscal balance and revive the economy. 

Economic data remain inconclusive, which is better than dearly negofrve: On this note, Puerto Rico's 
economic recovery statistics remain inconclusive and conflicting. Official BLS data show Puerto Rico's 
payroll employment plunging by more than 25,000 jobs since January 2013, while the Governor 
continues to cite 45,000 new jobs created by his administration over the same period. Note that the 
6D6 reported that its February 2014 Economic Activity Index dropped another 2.4% YOV as public 
employment decreased by 3.7% (9,300 jobs) and gasoline consumption dropped 6.4%. It does appear 
that there has been some recent Puerto Rico private sector job growth (up 1.5% YOY, or 10,300 jobs), 
specifically in the Professional & Business Services sector as well as in Leisure & Hospitality. It is not clear 
at this time whether the biotechnology and pharmaceutical companies are driving this growth, or other 
more diverse job-intensive sectors. These data are important in tracking PR's success in reversing the 
recent malaise and negative perceptions among residents that beget continued outmigration and brain 
drain. PR needs an optimistic "buzz." 


To this end. Puerto Rico is ramping up efforts to brir^g in outside companies and investors and will host 
many in events this week and r>ext. The island's unique territorial ability to make special tax 
arrangements is a powerful tool that is now being leveraged effectively. Specifically, Act 20 Is very 
appealing for American business owners who can incorporate and operate their business from Puerto 
Rico at significantly lower effective tax rates that on the mainland. And under Act 22, an American 
citizen, living and earning Puerto Rican-sourced capital gains and certain interest and dividends income 
In Puerto Rico pays a zero tax rate. Large multinational corporations continue to benefit from Puerto 
Rico's Law 154 manufacturing excise levy as a creditable tax against federal income tax. Favorably, the 
IRS recently confirmed it will not challenge this credit. Additionally, the island will have to manage these 
incentives carefully so as not to appear to be another Cayman Isiand-like tax haven that pushes the 
rising tax burden on other states and municipalities. 

The island is also taking decisive action to stimulate sustainable, indigenous economic activity. Going 
back to Operation Bootstrap (the 19SCh industrial transformation) to Section 936 (enacted in 1976) to 
the triple-tax exemption to Act 1S4. the island has relied on external measures that have not created 
adequate job growth and in some cases, exacerbated the island's economic challenges (e.g. increased 
reliance on debt and a handful of corporations to keep the government going). Puerto Rico has a long 
history of writing up exciting and detailed economic development plans but these seem to change with 
through each political transition. Some of the most experienced and respected economists. 
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conservative and liberal, have studied the problem ad nauseam. Vet the political leaders have not been 
had the decisiveness, wherewithal or luck to convert these plans into results. The GOB must return to 
its role as long-range, non-political facilitator of long-range economic development. After years of half- 
measures and quick-fixes, Puerto Rico stands at an economic and financial precipice. Now, as never 
before, the pressure on the island is Intense and it will probably need to cut significant government 
spending and raise more taxes to balance a large structural deficit in the anticipated FY2015 budget and 
bring down its debt levels at the same time. 


March 17,2014 

PUERTO RICO FOLLOW UP AND RESTRUCTURING BILL; Last week's successful execution of an up-sized 
PR bond (to $3.5B with Sl6B in reported subscriptions) Is a testament to continuing market demand for 
exposure to PR debt. In the near-term, th»s is comforting; the commonwealth's principal credit strength, 
after all. is Its ability to access new capital if needed. But of course the new bond will add some financial 
pressure to the commonwealth's annual budget (once capitalized interest runs out next year) and could 
make any future restructuring, if needed, incrementally more difficult to effect. Importantly, we also 
expect that, with the successful sale that depended largely on hedge funds, Puerto Rico as an 
investment is continuing to its transition away from the traditional municipal bond market (even if some 
traditional players have decided to re-engage and speculate on near-term performance of the island's 
new GOs). This is an important perspective, as It implies a thicker cushion between what happens In PR 
and the market as a whole. This is not to say that renewed problems would r>ot lead to mutual fund 
outflows again; they likely would. But this is also increasingly a temporary risk. We find it hard to expect 
that investors in any mutual fund with material PR exposure now have not effectively re-underwritten 
their purchases in these funds with that information in mind, meaning preparing themselves for PR- 
related problems that might occur. 

MMA is also following last week's filing of PR Senate Bill 993, the 'Public Corporation Restructuring Act", 
which lays out a process for the restructuring of an insolvent public corporation. The bill is sponsored by 
Senators 4ngel Rosa and Jose Nadal Power, two committee chairs of the same party as the Governor, 
both described as "mavericks" who opposed the $3.5B bond deal. This bill portrays a process 
substantively different from chapter 9. Specifically it allows for 1) bankruptcy of a Puerto Rican public 
corporation to be initiated by a creditor not just the issuer, and 2) the standard for eligibility to be as 
little as liabilities exceeding assets. Also, 3} a plan of adjustment seems to be able to come from 
creditors, not just the corporation; 4) liquidation of the corporation is possible, under control of the 
respective judge; 5) there are few carve outs or protections for contracts, pensions, etc.; and it seems 
that 6) there is no special revenue provision that would protect revenue bonds as in chapter 9. Finally, 7) 
the Commonwealth Court is in charge, rtot a federal court. 

MMA notes that this is just a draft bill which appears to have been hastily drafted in both English and 
Spanish without consultation with the GOB. lacking proper governance, legal and financial advice, 
implying that parts may or may not be consistent with commonwealth arul Federal law. The PR 
Legislature, like the US Congress, files many bills which never find a vote (and Senate President Bhatia 
has yet to state his position). Also, the GDB has stated that neither it, nor the Governor's Office, 
participated in the drafting of SB993 and that they have no specific plans In case one or more public 
corporations were not self-sufficient. "The GOB, as the government's and its instrumentalities' fiscal 
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agent, is evaluating the financial condition of public corporations to assist them in drafting plans to 
assure their self-sufficiency. No contingency plan, including debt restructuring, has been adopted in case 
their financial condition doesn't improve " Of course, 6D6 could also provide much needed guidance to 
the bill's drafters and flesh out many of its skeletal positions. 

But despite its many flaws, there appears to us some compelling logic behind this bill. Specitically, the 
lack of a clear path for a restructuring is a negative for all stakeholders, with taxpayers, employees, and 
bondholders forced to operate with some suspension of disbelief that defaults can and might occur, 
further, the lack of a restructuring provision has in the past been a major inhibitor to deeper hedge fund 
involvement in PR agency debt. This bill, were it to provide some clarity on how a restructuring might 
actually occur, could allow investors to better price speculative positions in agency debt, opening up 
substantially better liquidity in related blocks of bonds. And finally, this type of bill could be a tool to 
induce parties to a private restructuring negotiation to reach an agreement or submit themselves to a 
potentially less "professional" court procedure. 

MMA notes several larger block PREPA trades below $70 on Foday (CUStP 74526QA7), likely related to 
the bill's filing. Although PREPA is the most obvious target within the bill's rhetoric (which would, 
incidentally, allow for even COFINA to be drawn in to this process, although we strongly expect that this 
is an issue with drafting and not intent), no senior level PREPA executive has yet reacted to the bill. A 
PREPA public interest director did say that PREPA is current in all bond payments and that debt issuance 
plans are limited. PRASA's Executive Director stated the agency would study the bill carefully, but that 
the agency will end this fiscal year with no deficit and that PRASA no longer expects to receive General 
Fund subsidies due to the agency's recent rate hikes. This bill incidentally came on the same day that a 
measure to create a Public Utilities Regulatory Commission with oversight over PREPA was filed in the 
House (the Senate filed a similar bill recently). Hindrances to fully monopolistic rate setting by either 
agency likely increase their medium-term. 


March 10, 2014 

PUERTO RICO THIS WEEK; PR's issue this week may well be the most scrutinized and eagerly anticipated 
deal in municipal bond history. Accordingly, the POS provides a candid 14-page depiction of the 
Commonwealth's myriad risks and contemplates the potential for adverse out-comes. It is of 
significance that the issuer has now established a new baseline for transparency and disclosure for 
prospective investors, current bondholders, and regulators— a constructive sign from this issuer. MMA 
finds it particularly noteworthy that: 

• PR concedes it has not complied with disclosure requirements In three of the last hve years; 

• The Commonwealth (finally) acknowledges it has a "very high level of debt" that approaches debt limit 

capacity; 

• Leverage is exacerbated by a complex web of private bank lending arrangements and inter-agency 

dependencies; 

- The Commonwealth explicitly states it "may be unable to meet its debt obligations" if market access is 
lost; 
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- Operating requirements and political opposition "from affected constituents" present further risk to 

bondholders; 

■ GOB liquidity has dropped by $1.033B this year and, even in the most optimistic scenarios, the bank 

may end the fiscal year with just $679M in net cash available and probably have to seek loans from 
private banks or in the public market by the end of FY2015; 

■ "Oaw back protection" Is less solid than thought; it is unclear what steps a GO bondholder has to 

"compel the diversion...to the payment of public debt or how the necessary available 
Commonwealth resources would be allocated"; 

■ FY201S budget risk is ~$1.56 (due to cost escalators and revenue assumptions) and further gaps may 

widen as outmigration, economic deterioration, education and health spending trends are revealed; 

' Emergency actions, restructuring, moratorium, and alternative courses of action are being evaluated; 

' The GDB has hired a "financial advisory" firm (Milico Advisors) specializing in debt restructurings. GDB 
states that Milico is NOT advising on restructuring but assisting with "cash flow and projected 
liquidity." As a result, PR's restructuring risk should temporarily abate with this bond sale; and 

- There is no collateral, acceleration, or mortgage lien, and remedies available to bondholders are 

potentially "subject to substantial discretion and delay." Furthermore, despite efforts of 
bondholders (or venue protection, "there is no assurance that any judgment from a New York court 
would be given effect by a Puerto Rico court." 

Given these risks, the GOB states that this issuance is suitable only for purchasers in $100K 
denominations and emphasizes buyers are those "who can bear the risks of price declir>es, limited 
liquidity and the possible failure to pay debt service." Also, the large lot sizing should aid expected 
liquidity in the new borrowing, allowing for fewer "odd lot" trades and the gaping price dispersion now 
plaguing the general PR market. 

MMA expects sufficient demand will emerge to take down this issuance: post-sale reports likely will 
reflect broad-based demand. Potential preliminary structuring entails a $3B, 8% coupon term maturity 
in 203S sold to an 8.625-8.875% yield. With sinking funds schedule from 2022 to 2035, callable at par. 

How long the bond proceeds will enable PR to bridge itself to a sustainable path is the central question. 
Hopefully, there will be notable progress before the Commonwealth returns to the market by the end of 
CY2014. Remember that, even with the new bond proceeds— and under best-case scenarios— PR and its 
agencies face $2.5B in short term debt obligations through FY2015 and GDB faces large debt maturities 
in FY2016 as well. 

impact on Ratings: PR's new disclosure of risks does not break new ground for investors already awake 
to the fragility of Commonwealth finances and the dependence of same on inter-agency liquidity 
transfers and volatile market access. As noted above, the POS is a positive step toward greater 
transparency and, more importantly, avoiding action from a recently more restive SEC municipal 
enforcement division. However, the credit profile depicted in the risks section is also clearly not an 
investment grade security— nor has It been for some time— despite its being rated as such only one 
month ago. The new disclosures are thus a reproach to those ratings and the agencies themselves, 
which ail investors should welcome. Although the Commonwealth has hopes of regaining IG (and so 
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traditional municipal investor demand) in the medium-term, this goal is better depicted as an aspiration 
for the very long term. 


February 24, 2014 

PUERTO RICO UPDATE: With their extended investor call last week, the Commonwealth has moved 
closer to executing the planned new loan, now estimated at just shy of $3.06, to finance immediate and 
near-term cash flow needs. A bill to authorize up to $3.56 in new borrowings (ostensibly to provide 
some cushion for an additional loan if needed) is moving through the PR legislature, but media reports 
this morning (www.notlcel.com) that a contemplated waiver of the Commonwealth's sovereign 
immunity may not have gotten through the Senate. Still, we expect this financing to be completed in the 
next few weeks, allowing some optimism to return in PR bond pricing (indeed, multiple sources are 
noting firmness at the end of last week and sub-SO cent odd-iot trading in current interest bonds 
subsided to ^2% of total PR CI6 trades (Figure S). Keep in mind that, should liquidity and prices in PR 
names continue to improve, we expect more bondholders will choose to exit PR positions, limiting the 
potential for near-term outperformance in PR. 


February 10, 2014 

PUERTO RICO DOWNGRADED: Last week's long anticipated double downgrade of Puerto Rico GOs and 
other credits— S&P's by one notch, Moody's by two— has dominated news flow Into this week's open. 
The island's exhaustive campaign to maintain investment grade ratings was valiant, but inevitably futile. 
Puerto Rico’s persistent economic downturn and unsustainable debt load had simply become too 
weighty for the agencies to ignore. The agencies simply ran out of methodological exceptions and one- 
offs for Puerto Rico. The simple truth is that the evident lack of cash (and market access to get more) by 
definition had made the island's long-term credit rating "speculative" quality months before. 

Also, revenue numbers just out this morning were mixed. To the positive, January sales tax collections 
were their highest ever since inception, completing the transfer of new funds to COFINA bondholders. 
Negatively, year-to-date general fund net revenue surplus shrunk from $80M to $36M. The December 
economic index (still not released) will likely be negative as preliminary reports show payroll 
employment (-2.7%), gasoline consumption (-8.9%), power generation (-3.1%) and cement sales (-18%) 
are all again down. 

The Ratings Contrast. Agency reports were similar in tone, both citing marginal progress despite the 
outcome. Generally, S&P's report focused on liquidity, white Moody's looked more to the economy and 
macro-factors. Most importantly, Moody's downgraded both senior-lien (6aal from A2) and 
subordinate (Baa2 from A3) COFINA's bonds. S&P left COFINA untouched, reflecting their view that the 
dedicated sales tax is "not subject to the prior diversion of revenue for GO debt service payments" (aka 
"claw back"). Still, Moody's COFINA action obviously dampens the prospects for a Third Uen bond deal 
(see below). Noteworthy as well, while S&P spared PREPA, Moody's cut the power agency's rating to 
Ba2. This is an issuer that some believe is politically ripe for restructuring— many blame the power 
authority for the island's economic woes arising from its high cost structure and intransigent 
management Related reform efforts are languishing. 
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Lock of Transparency Hurt the Island. Experienced municipal investors recognize that constrained 
liquidity, and consequent reliance on short-term lending rollover, is the tipping point in most municipal 
crisis. By last week, few took any solace in GDB Chairman David Chafey's verbal insistences that GOB 
liquidity is ''adequate" as a pillar for prudent investment thesis, it was vexing that, Mr. Chafey, an 
experienced banker and Investor, would fall to provide basic quantitative evidence of his assertion of 
GOB'S liquidity. Investors gradually interpreted GDB’s extraordinary actions (pulling government 
deposits at private banks and using the Workers Comp and State Insurance Fund) as an indication that 
liquidity was probably much lower than represented. Mr. Chafey, appointed by the Governor's, failed to 
realize that without disclosure, his credibility, and investor patience, would suffer. 

In the aftermath of the downgrades. PR leadership has shown resolve in hopes of forestalling more 
downgrades and maintaining demand for a bond deal. The press release said, "We strongly 
disagree. ..and we will not relent in our plans to strengthen our fiscal situation" again maintaining that 
liquidity is adequate. The Governor offered various budget balancing proposals to cut spending and 
stimulate economic growth and reportedly will make an speech today at 4;5D PM to talk with "more 
detail and precision," about proposals that have already been made public. It is stated he will address 
recent proposal by Senator Jose Luis Dalmauto remove the sales and use tax (SUT) and restore the 
general excise tax. The bill states that that the SUT is woefully inefficient, as evasion is 44%, which 
causes annual losses to the treasury about $900M. 

What Next? The oft-cited Chinese character for "aisis" representing both danger and opportunity is 
one that PR investors are considering: 

■ Bulls contend downgrades were priced in, evidenced by light trading in the aftermath, and that forced 
fund selling had been exaggerated. The liquidity impact of the downgrades may have been 
overstated (with extensions of existing liquidity facilities and forbearance of swap terminations a 
possibility), while fresh liquidity awaits from hedge-funds, assuming prices are showing satisfactory 
resilience. The downgrades also present an opportunity for Puerto Rico to adapt to the realities and 
form new political alliances and enhance fiscal practices. 

Skeptics are less willing to accept rosy narratives. The juxtaposition of the news of downgrades with 
the announcement of borrowing sends a message that PR is returning to "business as usual" by 
presenting a last-gasp bonding attempt that puts undue pressure on the market. With deep 
problems (highlighted in yesterda/s sobering, most-emailed NY Times article), the attempt to 
borrow at rates approaching double-digits would, if successful, provides temporary salve but longer 
term worsens the island's economic and fiscal condition. The issuance would also tap out the 
Commonwealth's remaining $1.3B of available borrowing capacity, leaving future leaders with no 
borrowing capacity. 

The terms of this proposed debt issuance (currentiy subject to negotiations between prospective buyers, 
bankers and GDB's depleted management team) regarding legal protections, requirements, timetables 
and acceleration provisions will likely be revealed this week. Note a new article showing PR's securing a 
$2-2.56 "backup" commitment from RBC while negotiating with a Latin American syndicate for another 
Reportedly, these would be used should traditional market sources be inadequate. We assume some 
form of stronger security and high yields, deep discounts would be involved. In the event new borrowing 
initiatives are unsuccessful, MMA notes an increase in legal briefs contemplating the legal consequences 
of Puerto Rico not paying bondholders, whether Puerto Rico be sued, who can sue as well as complex 
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questions regarding court jurisdiction over a sovereign entity and '‘forum-scouting.'' 

Stay Tuned. The downgrades have ignited an already fluid situation for investors as well as the people 
of Puerto Rico's people. Driving Puerto Rico's efforts to maintain the investment grade was a pride and 
patriotism, now bruised. The loss of investment grade now will chafe among citizens who are paying 
higher taxes, workers, retirees and local investors who borne financial losses, and leaders who risked 
political careers to assuage the investor community, which (in their view) prematurely and coldly turned 
their backs. There have been encouraging signs that PR will rise to the occasion and adapt to the new 
reality, balancing the demands of bondholders and its economy toward rational outcomes. We expect 
developments in the next several weeks to carry enormous weight as to how the island's leaders will 
respond. 

BOND INSURANCE AND PUERTO RICO: Despite viridespread market commentary and assurances that 
the bond insurers will ably survive Puerto Rico's current situation, we believe that risks warrant a 
somewhat more cautious perspective. There are likely severe loss scenarios for PR in which the insurers 
would be at risk of downgrade or, worse, regulatory Intervention. MMA thus recommends investors 
calibrate the size and quality of their insured positions according to their own projections for default and 
loss severity in PR. 

Last week's downgrades do not on their own threaten Assured, National, or Ambac in any material way. 
The lower ratings do increase the required capital buffer for the companies; however, both Assured and 
National currently maintain excess capitalization versus their ratings (ratings being lower than existing 
capital would imply, based on thin market opportunities, agency mistrust of the business model in 
general, etc.). A more difficult scenario— running to a temporary default on principal and interest- 
should also be manageable by the insurers. Assured and National/MBIA iikely retaining the ability to 
raise incremental new capital if needed to demonstrate excess solvency to the rating agencies. 

However, if some or all of the Commonwealth's issuers ultimately need to reduce their debt loads, 
things become less predictable. Again, modest or even material haircuts by only one or two of the 
weaker credits should be reasonably affordable. By statutory guideline, the monolines are only charged 
with covering the timely payment of principal and interest as originally scheduled. This stops capital 
from going out the door to cover a single insured bond's acceleration, preserving the monoiine's 
resources to ensure fair treatment of its other contingent liabilities (policies). 

Which is exactly the problem for the insurers from a business perspective. If PR's worst case scenario 
indeed produces the sweeping haircuts current market discounts imply, MMA believes there emerges a 
risk of regulatory intervention (as occurred with Ambac and FGIC) for the companies with large 
exposures to PR names. In other words, the regulators may choose to intervene in the companies' 
operation to conserve cash and protect the holders of non-PR Insured bonds. This was the case with 
FGIC, where massive structured finance losses precipitated the monoiine's rehabilitation and 
subsequent capping of policy payments at a fraction of par. 

Because regulatory Intervention Is a major negative for new business generation prospects and ratings, 
the insurers in a worst case scenario could choose to pro-actively solicit PR policy commutations (the 
exchange of a policy cancelation for a partial cash payment by the insurer to bondholders). This 
occurred with many troubled structured finance transactions during the financial crisis, as well as the Las 
Vegas Monorail bonds. Commutations, if completed smoothly, would reduce the risk of a forced 
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rehabilitation but would likely pose severe damage to ratings and new business generation. 

Finally, although BAM has no direct PR exposure, we expect that events similar to the above could do 
further damage to the bond insurance model generally, undermining the industry's reputational 
improvements following full payment to holders in JeffCo, Harrisburg, Stockton, and Detroit. 


January 27t 2014 

PUERTO RICO FAST AND FURIOUS BUT MAYBE NOT ENOUGH OF EITHER: Facing ongoing rating agency 
pressure, PR Governor Alejandro Garcia Padilla signed a flurry of legislation ahead of his team's visits to 
the rating agencies in NYC this week. The NYC trip was postponed from last week, presumably as the 
Legislature took action to roll out a new sales tax backed credit, enhance the COFINA structure, and 
demonstrate progress in protecting GDB's solvency and liquidity. 

The actions failed to sufficiently impress S&P, however, which late Friday placed the Government 
Development Bank on CreditWatch with negative implications, then followed with a CreditWatch 
placement of the GO and appropriation debt as well as various other agencies, including the Highway 
and Transportation Authority. COFINA's ratings were not affected. $&P follows similar Fitch and 
Moody's actions, all of which certainly will not help PR's ability to place either a sizable COFINA bond 
issue or a large $2-$3 billion private deal (as has been rumored In recent weeks). S&P states that. "GDB's 
ability to provide liquidity to the commonwealth has become constrained could have limited liquidity by 
fiscal year-end June 30, 2014 without access to the debt market by either GOB or the commonwealth.' 
The agency also acted on four private banks stating, the Commonwealth's funding challenges "could 
hurt the local banking sector through increased loan exposures and reduced deposits from public 
agencies and local municipalities." 

MMA believes that GDB's leadership has done a poor job satisfying investors and rating agencies 
questions regarding the bank's liquidity position, offering only vague pronouncements of adequacy. The 
imminent release of GDB's Fy2013 financial statements (released in mid-February last year) will provide 
real numbers and context. S&P states that PR's routine funding needs could be as high as $1 billion over 
the next six months; other estimates are twice that level. A downgrade would exacerbate the monetary 
Impact given the cost of interest rate swap agreement collateral postings, termination costs, variable- 
rate demand obligations liquidity terminations, mandatory tenders, unwinds, etc., not to mention the 
debilitating impact on the island's economy. 

The speculation regarding negotiations for a hedge fund pool loan and PR to raise additional capital is no 
surprise and is consistent with the island's efforts to provide capital to meet its near term operating and 
capital needs. For current investors in PR bonds, the potential for a large cash Infusion from hedge 
funds represents a $hort*term balm by as It could help patch any unanticipated liquidity shortfalls. 
However, to the extent the new loan is structured to be senior or effectively senior to outstanding 
bonds, current holders will see their own security diminished. This is particularly a concern if the 
Commonwealth does in fact need to move to a restructuring phase over the next several years 

MMA has reviewed the new PR bills noted above and offers some preliminary analysis: 

■ Maintain the Sales and Use Tax (5UT ) at 7% versus the proposed reduaion to 6.5 % The actions will 
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Strengthen Corporation Tax Fund (COFINA) coverage by adding 0.5% beyond the 5.5% currently 
pledged. Of course, there may well be negative economic implications of a higher tax on 
consumption. 

Create the Municipal Financing Corporation (COFIM) fund into which shall be deposited directly on 1% 
of the municipal portion of the SUT. COFIM shall have the power to issue bonds to pay or refinance 
$600 million debt owed to GDB by municipalities. The bill also enhances collections as it makes 
mandatory that all 78 municipalities municipal charge SUT 1 % to sates of unprocessed foods (17 
municipalities had chosen not to implement the tax). 

Strengthen GOB liquidity and impose fiscal discipline measures limiting loans that GDB can issue to 
government entities. Specifically, Bill 857 requires: 

* Government entities generally (with some exemptions) are required to transfer their private 

bank deposits to GDB. which must offer ''competitive market interest rates and minimise 
the costs of penalties." The House amended the bill stating it will apply to the extent that it 
doesn't have an adverse effect on its operational income or its capacity to generate 
revenues necessary to provide financing. 

* Governmerrt entities formalize, restructure and document their debts with GDB and negotiate 

repayment plans by July 1, 2016. This bill also prohibits GDB from loaning over $100 million 
to the General Fund without legislative authorization or extending loans to entities without 
corresponding increases in tariffs and other fees. GDB, nevertheless, may provide loans not 
subject to this cap, when needed to honor debt service payments by any government entity 
or loan to cover required debt service payments or to make emergency loans to avoid the 
interruption of essential services. Violation will constitute a felony with a maximum three 
year jail term. 

* SB 857 also addresses of $2B in GDB financings that were extended to HTA on or before Dec. 

1, 2013. While the original language allowed that, if HTA revenues were insufficient to cover 
debt service, the Treasury Secretary would be required to transfer available resources from 
the General Fund to cover such deficiencies, the bill now states that when GDB determines 
an Insufficiency, "the necessary appropriations to cover such deficiencies shall be included 
in the recommended budget". 
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Mr. Marino. Thank you. 

Attorney Mayer? 

TESTIMONY OF THOMAS MOERS MAYER, ESQ., PARTNER AND 

CO-CHAIR, CORPORATE RESTRUCTURING AND BANK- 
RUPTCY GROUP, KRAMER LEVIN NAFTALIS AND FRANKEL, 

LLP 

Mr. Mayer. Thank you, Mr. Chairman. Thank you, Chairman 
Marino, Ranking Member Johnson, Committee Ranking Member 
Conyers, and Members of the Subcommittee, for inviting me to tes- 
tify on H.R. 870. 

My name is Thomas Moers Mayer, and I represent funds man- 
aged by Franklin Municipal Bond Group and Oppenheimer Funds, 
Inc. They are not newcomers to Puerto Rico. They are among Puer- 
to Rico’s most loyal and largest investors. They are not recent pur- 
chasers of this debt. 

These funds own approximately $1.6 billion of bonds issued by 
PREPA, and we oppose H.R. 870. We believe it will cause more 
harm than good for millions of Americans. About 9.5 million U.S. 
taxpayers invest in municipal bonds either directly or through 
funds like Franklin and Oppenheimer. And as noted, Puerto Rico 
is the third-largest issuer of municipal bonds. This bill would affect 
$48 billion of bonds. 

Notice I said $48 billion. The other $25 billion, to get you to the 
total $73 billion, that is held by all the funds who support this bill. 
They want it to apply to everybody other than them. 

Puerto Rico bonds are tax exempt in every State of the Union. 
That is why they are held by men and women nationwide, and they 
are that way because Congress made them that way. It is probable 
that more citizens invest in Puerto Rico bonds than live in Puerto 
Rico. 

Most of these investors are individuals over 65. Most have in- 
comes under $100,000. These people live on Main Street, not Wall 
Street. H.R. 870 hurts these people because Chapter 9 is not good 
for bondholders. 

Exhibit B to my testimony shows how badly Chapter 9 hurt in- 
vestors in Detroit, Stockton, Valeo, and Jefferson County. I dis- 
agree with Professor Pottow’s description of Detroit and would be 
happy to answer questions in connection with that but will not 
take more time now. 

PREPA itself does not need Chapter 9. It can fix itself It can 
raise revenues. PREPA has not raised its base rate in 26 years. 
That is the rate that pays for everything other than fuel and pur- 
chase power. 

Puerto Ricans pay less for electricity than Hawaiians. They pay 
less than New Yorkers. PREPA could raise its base rate tomorrow, 
and consumers would still pay less than they did 6 months ago be- 
cause fuel costs are down. 

PREPA could also collect what it is owed. The Commonwealth 
and its municipalities owe PREPA more than $828 million, and 
they have been in arrears for years. PREPA would be self-sufficient 
if the Commonwealth let it operate as a self-sufficient entity, as op- 
posed to a piggybank for the rest of the island. 
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Instead of paying for its power, Puerto Rico wants Chapter 9 to 
force a bailout on the backs of PREPA bondholders, and that is not 
right. And let me be clear. If you are a taxpayer that owns PREPA 
bonds, a law that takes your savings to support PREPA is just as 
much a taxpayer bailout as something that raises your taxes. 

Puerto Rican law already provides an alternative to Chapter 9, 
a receivership. A court in Puerto Rico will pick the receiver and 
will control the receiver, and the receiver will keep the lights on. 
But the receiver can also collect from the government and raise 
rates and run PREPA as a self-sufficient entity. 

And I have heard the question why shouldn’t Congress give 
Puerto Rico the same access to Chapter 9 as the States? And there 
are three reasons. 

First, as the panel has already noted, millions of individuals na- 
tionwide invested in Puerto Rico bonds after Congress denied Puer- 
to Rico access to Chapter 9. H.R. 870 breaks faith with those men 
and women. 

Second, Congress chose to give Puerto Rico bonds a nationwide 
tax exemption enjoyed by no State. So Puerto Rico’s bonds are over- 
whelmingly held outside of Puerto Rico. My own clients include 
funds for taxpayers in California, Georgia, Michigan, New York, 
Pennsylvania, and Virginia. 

Puerto Rico’s use of Chapter 9 would damage far more out of 
Commonwealth investors. That is why Puerto Rico should not have 
access to Chapter 9. 

And finally, Puerto Rico is not a State. Puerto Rico enjoys bene- 
fits that no State receives. Its residents do not pay Federal income 
tax. But out of Commonwealth investors, they do pay Federal in- 
come tax. They pay it on everything other than their tax-exempt 
bonds. 

Chapter 9 would expropriate value from taxpaying investors out- 
side of Puerto Rico to benefit nontaxpaying residents inside Puerto 
Rico. Without changes to Chapter 9, H.R. 870 just hurts millions 
of investors. We don’t think it is sufficient to address the Common- 
wealth’s problems. We think it provides more harm than good. 

I am happy to answer any questions the panel may have. Thank 
you. 

[The prepared statement of Mr. Mayer follows:] 
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Chairman Marino, Ranldng Member Johnson, members of the Sub-Committee - thank 
you for inviting me to testify on H.R. 870. 

My name is Thomas Moers Mayer.' 1 represent certain funds managed by Franklin 
Municipal Bond Group (“Franklin’') and by OppenheimerFunds, Inc. (“Oppenheimer”) in 
connection with their investment in approximately $1 .6 billion of bonds issued by the Puerto 
Rico Electric Power Authority, or “PREPA”. Franklin and Oppenheimer have been for many 
years two of the largest investors in bonds issued by Puerto Rico and its governmental 
corporations. 

We oppose H R. 870 and the application of Chapter 9 in its current form to Puerto Rico. 
Use of Chapter 9 by any of Puerto Rico’s public corporations will cause more harm than good, 
for both millions of Americans who invested in Puerto Rico bonds and for the Commonwealth. 

About 9.5 million U.S. taxpayers invest in municipal bonds, either directly or through 
funds like Franklin and Oppenheimer ^ Franklin alone has approximately 200,000 investors in 
the funds that own bonds issued by Puerto Rico and its government corporations.^ 

Puerto Rico is the third largest issuer of municipal bonds in the United States. Its bonds 
are tax exempt in every state of the union and Puerto Rico’s instiumentalities borrow to fund 
almost all the capital needs of the island. Why are they tax exempt in every state? Because 


' 1 nin a ponner and co-chair of ihe Corporate Resinicuiring and Banknipicv Group ol Kinuier Levin Nafialis 

& Fraiikcl. LLP. See Exliibit A . I am also a member of tltc National Banknipic>' Conference (‘ NBC"), which last 
year provided its own siaiemeiu in support of a predecessor to H.R. 870. I was noi a signaioiy lo llie NBC's 
statement iind abstained from a ^ oic on it. My tcstiinom' todiiy is not on belialf of the NBC, w hich lias not reviewed 
it. 

^ In 2012, 5,954.819 (nv reiunis reported la.x exempt income, cotnprisedof 3.5.12, 100 tax returns from 

niiirried couples filing jointly, or 7.064.200 individuals, and 2,422,719 other individual tax returns, for a totiil of 
9.486.919 individuals. Siaiislics of Income, 2012 Imfivicbuil /name lax lieiurns, Pufyf. 1304. U.S. Dcp'l of the 
Treasury, Internal Revenue Sen ice. Table 1.3 at 36 (2012), hltp://w'W‘W.irs.gov/file_source/pub/irs-soi/12inaJcr.pdf 
llicrcinaflcr " IRS Publ. 1304 " | , 

^ Oppenlieimer has over 400,000 indhrtdual investors in all its numicipal funds. 
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Congress made them so. Congress passed legislation granting Puerto Rico this special 
advantage, to make it easier and less costly to borrow money from men and women in 
jurisdictions outside Puerto Rico.'' 

Men and women throughout the country own PREPA bonds in their own name or 
through funds. The funds T represent include fiinds for taxpayers in California, Georgia, New 
York, Pennsylvania and Virginia - and all these funds hold PREPA bonds. It is probable that 
more citizens invest in Puerto Rico bonds than live in Puerto Rico. 

These bondholders are individual savers. Most tax returns showing tax-exempt income 
are filed by taxpayers over 65^ and most report incomes under $100,000.*' These people live on 
Main Street, not Wall Street.^ 

This bill would affect $48 billion of Puerto Rico’s municipal bonds'* owned by millions 
of investors nationwide - including in Puerto Rico itself 

Puerto Rico enacted its own debt restructuring law, which unfairly sought to strip value 
from bondholders.^ That law was terrible. It was much worse than Chapter 9, The U.S. District 
Court in Puerto Rico struck down that law as unconstitutional. 

But Chapter 9 is not much of an improvement. Chapter 9 hurts bondholders. Exhibit B 
contains a chart showing how badly Chapter 9 hurt bondholders in Detroit, Michigan; Stockton 
and Vallejo, California; and Jefferson County, Alabama. Chapter 9 is not a good thing for the 


^ 4XU.S,C. § 745. 

' IRS Publ. 1304. supra note 2. Tabic 1.5 at 73. 

Id Table I.4ai4(), 

The ■household sector” held almost 43% of a II muiucipal bonds as of September 30. 2014. Federal 
Reserve Stadsucal Release Z.l. Financial Accounts of the United States, Bd. of Go^'ernors of the Fed. Resewe Sys, 
101 (Dec. 1 1, 2014), available at hiip:/Av\v\v.federalreser\e.go\7releases//l/curfenl//l .pdf. Mutual funds logeilier 
held an additional 25.4%. Id. 

** Financial Infonnalion and Operating Data Report. Commonwealth of P.R., 88 (Oct, 30, 2014) 

http://ww\v.gdbpr.com/docuinents/CoimnonweallhReport-October3020l4.pclf. 

^ Puerto Rico Public Corporation Debt EnTorccmciit and Recovery Act. Law 71-2014 (June 28. 2014). 

Franklin California Tax-Free Trust etal. v. Puerto Rico, 2015 WL 522183 (D.P.R. Feb. 6, 2015). 
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municipal bond market,^^ which is why 23 states have not authorized their municipalities to file a 
Chapter 9 petition and why Georgia and Iowa have affirmatively prohibited municipalities from 
tiling for Chapter 9/^ 

Puerto Rico’s water and sewer agency needs to sell hundreds of millions of bonds in the 
near future. Tf Congress extends Chapter 9 to Puerto Rico, we predict that the agency will not be 
able sell any bonds unless it is prohibited from seeking Chapter 9 relief or the bonds are 
guaranteed by the Commonwealth and bear an extortionate interest rate with onerous security 
features. That will be true for every Puerto Rico sovernmentat corporation for the 
foreseeable future . 

PREPA itself does not need Chapter 9. It can fix itself. Tt can raise revenues in the same 
manner as nearly every other municipally owned utility in the United States. PREPA has not 
raised its “base rate” - the rate that pays for everything other than fuel and purchased power - in 
nearly 26 years. Every other public utility in the country sets its rates at a level sufficient to 
service its bonds and cover its other costs. 


“ Fitch Ratings issued a release on August 6. 2014 titled "Cliaptcr 9 Extension Would be a Positive for 
Puerto Rico”, but n careriil rending shows that Fitcli warned CliapierO to apply lo PREPA and ihe sewer company 
because Fitch thouglit it would be good for other Puerto Rico bonds - the sales tax bonds - wfiich, in Fitch’s view', 
w ould not be subjeci. lo Chapter 9, Chapter 9 hjxtension Would He a Positive for Puerto Rico, Filch Ratings. Inc. 
(Aug. 6, 2014), available rti‘hnps://ww'w.fitchrjtings.com/crcdiidcsk/prcss_rclcascs/dctail.cfni'?print=l&pr_id= 
845614, Filch thus reflects a poliiical realily: the only bondltolders who back Chapter 9 are lliose who believe it 
w'ill never apply to iltcni, including, in piirticular. certain holders of general obligation bonds issued by tltc 
Commonvveallh itself, 

'■ The State Role in Lociil Gox cfnmcnt Financial Disucss, The Pew Cltantablc Trust. 9-12 (July 2013), 
available at lmp://ww'Vv.pewlrusis.org/''/inedia/Asseis/20l.3/07/2.3/Pew-_Siale_Role_in_Local_Goverumeiil_ 
Finiuicial_Distrcss.pdf 

There are conflicting studies on the effect of Detroit’s Chapter 9 fihiig on the municipal bond lUiirket. The 
Federal Resen e of Chicago purported to sltovv that iiileresi rales on bonds issued in Chapter 9-eligible states did not 
increase compared to Cliapter 9-ineligible stiites. Gene Aniroiiiin & Ben Chabot. Chicago Fed Letter No. 316: 
Detroit ’.V Banliruptcy: The Uncharted Waters of Chapter 9. ThkFki). Rkskrvk Bakk OK Chi, (Nov. 2013). crvaitahte 
or https;//wwvv.chicagofed.org/~/meclia/publications/chicago-fed-leller/2013/cfliiovember2013-3 16-pdf. However, 
the study docs iiol lake into account llic dramatic widening of interest rales spreads for Cliicago’s bonds roUowing 
Detroit (see Exliibit Cl . 
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PREPA could raise its base rale tomorrow, and consumers would still pay less than they 
did six months ago, because fuel costs are down. 

PREPA’s own consultants have identified numerous readily obtainable operational 
improvements and potential efficiency savings that, if implemented, would diminish the base rate 
increase, providing consumers with further savings.^"* 

PREPA could collect what it is owed. The Commonwealth and its various governmental 
corporations owe PREPA more than $828 million.’" The governments have been in arrears for 
years. Puerto Rico’s municipalities pay PREPA almost nothing for their power.’’’ Puerto Rico 
wants to use Chapter 9 so its local governments do not have to pay their electric bills. 

Tn sum, Puerto Rico wants to use Chapter 9 to save a few cents per kilowatt hour,’^ to let 
citizens in Puerto Rico pay less for power than citizens in Hawaii”' or New York City, by 
forcing bondholders in the 50 states to shoulder the burden ofPREPA’s operational failures and 
Puerto Rico’s fiscal irresponsibility. 

The contention that only Chapter 9 provides “certainty’* is not true. 


Many of these imiintivcs can be round in ihc Acconnis Receivable and CILT Rcporl prepared by FTI 
Capital Advisors, LLC. Accounts Receivable ami CUT Report. FTI Capital Ad\'jsors. LLC. 9 (Nw. 15- 2014). 
hllp://ww'\v.accpr.coin/Docs/rcsiiuctiiracion/PREPA%2l)AR%20and%20ClLT%20Rcporl%20Fiiial.pdr|licrciiiaflcr 
“ AR and CILT Report "!. The AR laid CILT Report is also on file with tlic Coimnittcc. 

X fonihly Report lo the Governing: P.R. Elec. Power Auih, (Dec. 31, 2014), a\-ailahle at 

http://ww'w,accpr.com/INVESTORS/DOCS/Financiaiyf.20Infonnatlon/Montl'ily^5<i20Rcf»rts/2014yDcccmbcr'^2020 
14.pdr, Tliis is an increase from the $750 million reported by il»e Coininonwealih's own advisor, sec AR and CILT 
Report, supm note 14, at 9. 

In iheoA'. PREPA rebates to Piieno Rican immicipalilies the cost of ilieir power as a ‘coTiiribuiion in lieu of 
taxes." In fact, no money appears to cliangc hands, and tltc credit each municipality- receives is not related to luiy 
calculation ofanv "taxes," Because municipalities pay almost nothing for power, tliey waste electneily and enter 
into agreements iliai allow private parties to benefit from tltc rmniicipalitics’ free power. 

' PREPA curremly charges appro.ximaiely 23 centsakilowail hour (including fuel surchaiges). Debt service 

on PREPA’s bonds comprises about 3-1/2 cents of the total. 

Rankings: Average Retail Price of Ekaricay to Residential Sector, U.S. Energy- Info. Admin. (Nov. 2014), 
htlp://vv\vw ,eia.gov/siate/rankings/#/series/3 1 . 

Con Edison in New York cliarges more than 24 cents per kilowatt Itour. See Retail Sales 20J3 with 
Average Res Rates, lileciric Rower Sates. Revenue, and Knergy lifficiency l onn l'il.'i~A6l. U.S. Energy Info. Admin. 
(2013). available c7rhttp;//wvvw.eia.go\7 electricily/data/eia861/zip/f8612013.zip; see 0/50 Bill Sanderson. Con Ed 
Seeks To Increase City Residential Electric Rates. N.Y. Post, Feb. I, 2015. lUlp;//nyposl.coni/20 1.5/02/0 1/con- 
edison-seeks-to-mciease-city -residential -electric-rales. 



88 


First, Chapter 9 itself does not offer “certainty”. Chapter 9 is the Wild West. It is not 
like Chapter 1 1 . There is no established body of case law and there have been very few cases. 
The only certainty is that Chapter 9 takes a long time - at least 18 months to three years - and is 
very expensive. Detroit’s Bankruptcy Judgejust days ago approved $178 million in fees as 
“reasonable. 

Second, Puerto Rican law already provides an alternative: receivership. A court in 
Puerto Rico will pick the receiver. A court in Puerto Rico will control the receiver. The receiver 
will keep the lights on - but the receiver can also collect from the government and raise rates. 

I’ve heard the question, “why shouldn’t Congress give Puerto Rico the same access to 
Chapter 9 as a state?” 

After Congress passed a law denying Puerto Rico access to Chapter 9,^^ millions of 
individuals nationwide invested billions of dollars in reliance on that law. H.R. 870 breaks faith 
with those millions of men and women. 

And there are good reasons why states have access to Chapter 9 and Puerto Rico does 
not. Congress chose to give Puerto Rico bonds a nationwide tax exemption, enjoyed by no state 
- and Congress chose to exclude Puerto Rico from Chapter 9. The benefit and the restriction go 
together, 


InreCilyofDeiroii.'^o. l.‘?-53H46. 2015 WL 60'>8««, ai *27 (Bankr. E.D, Mich,, Feb. 12.2015), 
Bondholders do not need Ckiptcr 9 to protect themselves. Bondholders Imc rights under their trust 
agreeineviis and Pueno Rico law, which they relied upon in ilieir invesimems. Bondholders camioi rel>' on Chapier 9 
to provide any ‘'certainty." Extiibh B and n.26 infro. Only holders of bonds not affcacd by Cltiiptcr 9. such as 
general obligation bonds of (he Coininomvealili. could luake sucli an argument, 

P.L. 98-353. § 421, 98 Slat. 333 (July 10. 1984) (codified at 11 U.S.C. § 101(52)). 

Generally, a stite’ s municipal boixls ;ue exempt from state and local tiix only in tliat state. Therefore tax- 
e.xeinpi bonds issued by California municipalities are held primarily by California ia.x payers, Pennsvlvania la.x- 
exempt bonds primarily by Peiinsylvanki tax payers, etc. Wlien a state autliorizes ite municipalities to file under 
Chapter 9. that aulliori/aiion will affcci primarily taxpayers in llial state. But Puerto Rico’s bonds arc lax cxcinpi 
eveiywltere and tlterefore held primarily outside of Puerto Rico. If Congress enacts H.R. 870. Puerto Rico's 
decision to authorize PREPA (or any otlicr imiiiicipality) to file under Cliaplcr 9 will affcci primarily individual 
investors outside of Puerto Rico. 
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Finally, Puerto Rico is not a state - by Puerto Rico’s own choice. Puerto Rico’s citizens 
have repeatedly voted against statehood, in part because Puerto Rico enjoys benefits no state 
receives. Not only does Puerto Rico have a unique ability to sell tax exempt bonds nationwide, 
Puerto Ricans do not pay any federal income 

Franklin and Oppenheimer would not oppose the application of Chapter 9 to Puerto Rico 
if Congress made Chapter 9 a fairer statute, which would take only a few changes. For instance. 
Chapter 9 could require an affimiative bondholder vote before a plan affects the bondholders.^' 
That’s what the Bankruptcy Act required before 1978.^*’ 


Puerto Ricans do not pay federal income tax on income derived from Puerto Rico. 26 U.S.C. § 933. 

Chapter 9 should also be amended to provide that only actual and ciirtcni out-of-pocket expenses ncccssar\^ 
to iiiainlain operations (excluding, for example, the mnnicipalil> "s atloniex s' fees) may be deducted from rev envies 
pledged to bondholders, with the balaiKC paid cuncnilv tobondlroldcre. Tliat is tlu: clear intent of li U.S.C, §§ 902 
& 928. 

Prior to 1978, no muiricipalib.’ could file for relief under the Bankniptcy Act unless the petition was 
accompanied by a plan accepted, in writing, by creditors owning not less than 51% of the securities affected by the 
plan. Section 83(a) of the Banlcniptcv Act of 1898. <Ko/«e/wiei/&vTlie Municipvil Bankruptcy Act of 1937, Pub. L, 
No.3()2.5()Sla.l.652 (1937)(codifikai II U.S.C §493(3) (1970)), 

Chapter 9 currently proi ides for a bondltolder vote, but the vote c<m be meaningless if the bonds are 
classified with plan-supporting claims, as was the case in City of Stockton. Stockton paid pennies to bond claims 
but forced them to vote in the same class as vastly larger and more numerous retiree medical claims. The retirees 
voted “yes” because |a| they could get substitute medical coverage from their current employer, from their spouse’s 
employer, or from tlie Affordable Care Act. and [b] w Itile tlveir retiree medical claims were receiving pennies, their 
pension claims were being paid in full. InreOtvofStockivn, Cnbfornia. No. 12-321 18-C-9, 2915 WL 515692, at 
•21-22 (Bmilcr. E.D. Cal. Feb, 4, 2015). 

Chapter 9 also provides that a plan can be confinned overa dissenting bondholder vole so long as it. does 
not "discriminate unfairly” against the bonds. The City of Detroit gave a group of bondholders clicir own class, but 
paid them 13 cents while paying pensioners 59-60 cents. In re Ciiyof Detroit. 524 B.R, 147. 253-54 (Bankr. E.D. 
Mich. 2014). Bankruptcy' Judge Rhodes held iliiswasnot "unfair discrimination" because it did not offend “the 
judgment of conscience," including "the Court's experience and sense of momlity" - a novel standard nev er before 
applied to "unfair discriiiiinaiioii” andforwliichtlK Court cited no precedent - and therefore the plan could be 
confirmed irrespective of a bondholder vote. Id. at 25.3. 25f>. Bondholders withdrew their objection to the plan and 
divulged their vote only after Judge Rliodcs mvidc it perfealy clear he was going to nalc agviinst them. 

Tlie last remaining proieciioii for dissenting bondholders is the requiremeni that a plan be in ihe "best 
inicrcsts of creditors.” 11 U.S.C. § 943(b)(7). According to the legislative history of this section, the “best 
inleresis " test requires (he uiunicipaliiv to make a detailed showing iliai lluil it has done whai it can to pay creditors. 
124 Cong. Rcc. Hil.lOO (Scpl. 28, 1978); S17,417 (Oct. 6, 1978). Howcx'cr, tli^ requirement was, agviin. 
effeclix ely disregarded in Detroit, where Judge Rhodes did not require the city to ma\imi/e payments to 
bondholders because lie held that boiidlioldcrs’ remedies outside of Cluiplcr9 would not yield a better result. City of 
Detroit. 524 B.R. at 213-17. PREPA’s secured bondholder, like JeffereonCouiity'’s secured sewer warrantliolders. 
do luavc llic remedy of a receiver, and Jefferson County’s wanaiillioldcrs did coiUcnd llwl Section 943(b)(7) required 
Jefferson County to raise sewer rates. The issue settled before trial. 



90 


But without changes to Chapter 9, H.R. 870 only hurts millions of investors and, again, 
the Commonwealth itself. Puerto Rico, its public corporations and municipalities, must borrow 
billions of dollars, this year and in each year to come. H.R. 870 threatens to limit, if not 
eliminate, access to the low-cost financing provided by traditional long-term municipal bond 
buyers. H R. 870 serves the interests of neither the Commonwealth nor the millions of 
individuals who invested in the bonds of the Commonwealth’s corporations. 
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Mr. Marino. Thank you. 

I am going to start out by asking a couple of questions. I nor- 
mally don’t do this, but I am very much looking forward to what 
you have to say, each of you. But I want to start with Attorney 
Mayer. 

What is the downside of going into allowing Puerto Rico, if it 
chooses to go into Chapter 9, would it not financially benefit more, 
as opposed to going into a traditional bankruptcy, finding out what 
the assets are, liquidating them — if there is anything to liquidate — 
and paying off the creditors? 

Mr. Mayer. No, Congressman. There is no way to liquidate a 
municipality or a governmental corporation. The choice of Chapter 
9 or not Chapter 9 really does not deal with liquidation or not. It 
deals with who runs the process. 

And what Puerto Rico wants to do is ensure that the Common- 
wealth runs the PREPA restructuring for the benefit of the Com- 
monwealth to the expense of its investors. 

Mr. Marino. There is something there of worth. Are you — do you 
not agree with me that there is some entity, some substance there 
that has a financial value to it? 

Mr. Mayer. I am sorry. Congressman. I am not sure I under- 
stand the question. 

Mr. Marino. Well, if Puerto Rico chooses to go into a Chapter 9 
and into a restructuring, what do you account for or how would you 
account for any value that the corporations, such as the electric 
company, may or may not have? 

Mr. Mayer. The electric company has value because it collects 
for electricity it sells to rate payers, and it has pledged those reve- 
nues to the investors in its bonds. And it has also agreed, like 
every other comparable utility, that if the revenues are insufficient, 
it will raise the rates. 

That is the value that is in PREPA right now. It is that is the 
value, the ability to sell electricity at a rate. 

If Chapter 9 happens, the court in Chapter 9 has no power to 
make PREPA do anything. That is clear from the structure of 
Chapter 9. 

Mr. Marino. So the only thing the electric company can do is 
raise rates. It can’t sell assets? 

Mr. Mayer. The electric company has the ability to sell assets to 
the extent provided by Puerto Rican law. Chapter 9 doesn’t give it 
any more or less power to sell assets. 

Mr. Marino. Thank you. 

President Acosta, could you — do you remember my question? I 
want to know the difference between financially bankruptcy and al- 
lowing Chapter 9? 

Ms. Acosta. I don’t necessarily agree with Mr. Mayer’s answer. 
I mean. Chapter 9 is a process that is known. It is an orderly proc- 
ess, provides predictability, and the community knows that process 
and is a rule and oversight by the judge, an experienced judge. 

In the case of a receiver, which is what we are talking about, the 
powers are extremely limited. It is just to try to raise the rates. I 
mean, you have seen certainly the Energy Commission that was re- 
cently created around the company. I understand that it doesn’t 
have any right or any power to sell property. If there is any need 
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for entering a financing, for example, a debtor in possession financ- 
ing to help PREPA move along, this person doesn’t have that right. 

On the other hand, and certainly, you know, going — using the re- 
ceivership process, I mean, that could entail a huge amount of liti- 
gation from everybody. We could have problems with the entities 
that actually provide fuel for PREPA, and I think it is a total dis- 
orderly process. 

Chapter 9 definitely is a much better process than going through 
the receiver, and it is a process that is known. The receivership 
process is not known. 

Mr. Marino. Thank you. 

Professor Pottow, how do you account for or is there a way to ac- 
count for the worth of the assets, and I will use that word loosely, 
compared to a traditional bankruptcy? 

Mr. Pottow. It is a good question. It is an important concern be- 
cause it highlights basically the difference between Chapter 9 and 
Chapter 11. Because if we have a traditional company we think of, 
we could sell off the assets piecemeal. That is what liquidation 
bankruptcy is. Or we can try to keep it together to keep that going 
concern value, which is the premium that is basically the sum is — 
or the whole is greater than the sum of its parts, right? And you 
are going to forfeit that if it gets busted up and sold out together. 

Now with a public debtor, you can’t bust up and sell, say, like 
a city. There is no city to liquidate or sell. You can’t really do that. 
I mean, there is parking garages and stuff that it owns, but you 
know, there is no sort of going concern. 

And so, that is why Chapter 9 has more of a focus on corralling 
the people together and using the procedural elements of the bank- 
ruptcy code, which bankruptcy judges are pretty used to doing, 
which is getting people together. There was a lot of mediation in 
the Detroit bankruptcy. And so, it is capturing more of the process 
value of eventually getting the parties to agree what they are going 
to do. 

Mr. Marino. Thank you. 

My time has expired, and I now yield to the gentleman from 
Georgia, Mr. Johnson. 

Mr. Johnson. Thank you. 

Professor Pottow, in the absence of Chapter 9, what incentives 
exist to encourage consensus among various creditors? 

Mr. Pottow. Not much. I mean, it is sort of like a state of nature 
where, you know, you litigate to try to get what you think you are 
entitled to under your contract or your bond indenture. And some 
people can get recovery and some people can’t, depending what it 
is. 

It is an atomistic process, and it is sort of basically the principle 
is why we have bankruptcy systems, why the World Bank, the 
IME, all the advice-giving institutions for countries around the 
world say if you want to foster investment, you have to have a com- 
prehensive debt resolution regime when things go bad. 

So we want to have these sorts of bankruptcy regimes to help in- 
vestors. 

Mr. Johnson. Yes, Mr. Mayer, you want to respond to that? 
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Mr. Mayer. Yes. Congressman, there is no possibility the credi- 
tors can run in and grab assets and sell them. The law doesn’t pro- 
vide for that under any circumstance. 

The only question is, will PREPA maximize its value either by 
raising rates or by collecting the debts that is owned by the Com- 
monwealth? 

Mr. Johnson. Well, certainly, under a Chapter 9, in accordance 
with a plan of reorganization, that collecting accounts receivables, 
elevating or upping the rate for the service, creating more cost effi- 
ciencies, all of those things can be a part of the — or they can be 
raised as issues by debtors or, excuse me, creditors under a Chap- 
ter 9. Is that correct? 

Mr. Mayer. No. Actually, Congressman, it isn’t. That is one of 
the problems with Chapter 9. 

Mr. Johnson. Okay. Well, let me ask Professor Pottow, would 
you disagree with that? 

Mr. Pottow. I think there is a bit of truth in both of those 
things. I think that there is no power for a bankruptcy judge to 
order something like changing the rates, okay, because the Chapter 
9 tries to protect this sovereignty of the respective entity. That 
said, the bankruptcy judge does have the capacity to decide wheth- 
er there has been negotiation in good faith as a precondition to 
availing yourselves of the Chapter 9 protection. 

And so, if I were a creditor objecting to, say, the utility that was 
going in, I would say they haven’t made a good faith attempt if 
they haven’t raised their rates. Those arguments you can bring to 
Chapter 9. 

Mr. Johnson. All right. Thank you. Professor. 

And I would love to have this exchange between you both, but 
I feel compelled to first request unanimous consent to include in to- 
day’s hearing record a number of documents that we have received 
from various organizations, academics, investment firms, and busi- 
nesses, among others. 

They include a letter from the National Bankruptcy Conference, 
expressing support for substantively identical version of H.R. 870 
that Mr. Pierluisi introduced in the last Congress; a statement 
from Ken Klee, professor emeritus at UCLA School of Law; also a 
letter in support from Jim Spiotto, a well-respected expert on mu- 
nicipal bankruptcy law; and a letter in support from an ad hoc 
group of 32 financial institutions, for the record. And 

Mr. Marino. Without objection.* 

[A list of the submissions follows:] 


*Note: The material submitted by Mr. Johnson is not printed in this hearing record but is 
available at the Subcommittee and can also be accessed at: 

http: / / docs, house.gov / Committee / Calendar / By Event, aspx ?EventID= 1 03021. 
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Mr. Johnson's Submissions Entered into the Record: 

I National Bankruptcy Conference Letter 

2. Statement from Professor Kenneth Klee 

3. James Spiotto (Managing Director, Chapman Strategic Advisors) Letter 

4. Anthony Princi (Ad Hoc Group of Puerto Rico bondltolders) Letter 

5. Former Puerto Rico Governor Luis G. Fortuno Letter 

6. National Puerto Rican Coalition Letter 
7 Professor Stephen l.ubbcn Letter 

8, Memorandum Support of H R. 870, signed by 13 organizations in Puerto Rico 
0, Douglas Baird Letter 
1 0 FCO Advisors Letter 

I I SAFT( energy company) Letter 

1 2. Melissa Jacoby Letter 

13. Carlos Cuevas Letter 

14. Banco Popular Letter 

1 5. Hon. Gerardo A. Carlo Altieri Letter 

16. The Puerto Rico Manufacturers Association (PRMA) Lettei 

17. The National Grocers Association Letter 

18. Nine former presidents of the Puerto Rico GDB Letter 
1*7. Hon. Jaime Percllo-Borr^ Letter 

20. Center for a New Economy Letter 

2 1 . South Florida Puerto Rican Chamber of Commerce Letter 

22. Bloomberg editorial of February 25, 2015 

23. Washington Post editorial of February 26, 2015 

24. Fitch Ratings Letter 

25. Prof. Arturo Porzcecanski Letter 

26. Manuel Natal Albelo Letter 
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Mr. Johnson. And I will yield the balance of my time to Mr. 
Pierluisi. 

Mr. Pierluisi. Thank you for yielding. 

I will address a couple of the points raised by Mr. Mayer in the 
time remaining, and perhaps I will have another opportunity later 
in the hearing. 

I noticed that you are appearing not in your personal capacity, 
but rather as counsel to two investment firms. So I am not sur- 
prised that your position is inconsistent with the National Bank- 
ruptcy Conference’s position on my bill. 

But I see a couple of things that are really troubling here in your 
statements. For example, you state that use of Chapter 9 by any 
of Puerto Rico’s public corporations will cause more harm than 
good for both millions of Americans invested in Puerto Rico bonds 
and for the Commonwealth. 

Most bondholders and investment experts disagree with your 
claim that passage of this bill would be bad for holders of Puerto 
Rico’s $70 billion in public debt. And the argument that the bill is 
bad for Puerto Rico is even more difficult to understand. As we 
have said, everybody in Puerto Rico is in agreement across party 
lines. You are basically saying that we are well intentioned, but 
wrong, that we are not actually acting in Puerto Rico’s best inter- 
est, but that your clients are. Makes no sense. 

Now much of your testimony also deals with Chapter 9, dispar- 
aging Chapter 9. But this is not a hearing on Chapter 9, which has 
been the law of the land for decades. I am sure we could deal with 
Chapter 9 at any point in time. 

Now it is incredible, really, that your clients, Franklin and 
Oppenheimer, you have stated would not oppose the application of 
Chapter 9 to Puerto Rico if Congress made Chapter 9 a fairer stat- 
ute, which would only take a few changes. This is a critical admis- 
sion. You are basically saying we think the law Congress enacted 
for the 50 States is imperfect. If it is improved, then and only then 
we would support its extension to Puerto Rico. That is not persua- 
sive. 

My time ran out, but you can — you can comment on my state- 
ments. 

Mr. Mayer. Yes, Congressman. We do think Chapter 9 is an im- 
perfect bill. We are concerned about the investors in the $48 billion 
of government debt, who bought it when Chapter 9 was not avail- 
able. And that is our principal concern. 

We do believe that it will prove shortsighted for Puerto Rico to 
use Chapter 9, if given. You are correct that Puerto Rico wants to 
use Chapter 9. Chapter 9 is a value transfer mechanism. It trans- 
fers value from bondholders to municipalities. 

It is, therefore, not surprising to me that Puerto Rico is in favor 
of using Chapter 9. 

Mr. Marino. Thank you. 

The Chair now recognizes the gentleman from California, Con- 
gressman Issa. 

Mr. Issa. Mr. Mayer, I just want to make sure I understand the 
effect of if we grant retroactively Chapter 9 to Puerto Rico. One, 
you mentioned that $25 billion or so, a subset of the $73 billion. 
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would not be covered. So, by definition, those would be paid in full 
with no concessions. Is that correct? 

Mr. Mayer. If Puerto Rico had the resources to pay them, yes, 
that is correct. 

Mr. ISSA. Well, if they don’t have to pay $40 billion in full, they 
would, by definition, potentially be better off financially? 

Mr. Mayer. Puerto Rico believes, clearly, that it would be better 
off if it did not have to — if its instrumentalities did not have to pay 
that $48 billion. 

Mr. IssA. Right. So if they don’t have to pay the $48 billion, two 
things happen. One, they don’t have to change the institutions that 
have been artificially subsidizing, if you will, electricity and other 
utilities. And the quality of the bonds remaining would go up, 
right? 

Mr. Mayer. Yes, the holders of those bonds 

Mr. IssA. Okay. So there is winners and losers, and Mr. 
Donahue, you mentioned, you know, that there was some people 
had speculated. But there are speculators who will win if we grant 
this, in addition to speculators who may or may not win. 

So leaving the speculation aside, I am just going to ask a couple 
of easy tough questions. If we treat Puerto Rico like a State and 
say go ahead and tell your municipalities that you can do this, 
aren’t some of those, if you will, municipalities effectively state en- 
tities, which in most States would have the full faith of the State? 

In other words, in California, some of this debt would be State 
debt. But aren’t we saying to all the States, structure your debt so 
that all your debt can be covered by Chapter 9 if possible? People 
were saying there was no effect on the States, but some is 
bankruptable. Some is nonbankrup table. In a sense, what we are 
really saying is encourage, if you will. States to do the same thing 
Puerto Rico has done. 

Mr. Donahue. Well, I think in my testimony 

Mr. IssA. Because these are — this is not a State, and some of 
these assets are not municipal assets. They are Puerto Rican as- 
sets, and so they are a subset. But they are not really a political 
subset in the sense of a city, right? 

Mr. Donahue. No. I just think when Puerto Rico gets this 
right — if Puerto Rico gets this right, it is going to craft an enabling 
statute, and that is going to define who is within and who is with- 
out. 

Mr. IssA. Okay. Well, let us just assume for a moment that Puer- 
to Rico will broadly do it in order to get the greatest relief because 
I suspect in their own best interests, they will do that. 

Let me just ask a question. Professor Pottow. Okay. Since you 
are the Harvard, you know, scholar here, if I understand correctly, 
Puerto Rico has two ways in which they could cure this by their 
own vote today. They could ask for and vote for statehood, in which 
they would be covered by Chapter 9, or they could ask for and vote 
to become independent, in which case they would have the right to 
do this on their own as an independent Nation. Is that correct in 
simplistic terms? 

Mr. Pottow. Well, we are getting to the margins of my knowl- 
edge as a bankruptcy expert. But if 
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Mr. ISSA. Well, if they were an independent country, they are not 
covered by our laws, and if they are a State, they would be covered 
by State law that already effects Chapter 9, right? 

Mr. POTTOW. The international law of secession is very com- 
plicated about what the obligation — if they had preexisting obliga- 
tions and they became a separate sovereign state, it is not clear 
that they could walk away from those obligations. That is a touchy 
area. 

But the other point you make 

Mr. IssA. Well, we will ask Fidel about it. So we will change that 
for a second, and we will just assume that if they become a State, 
they would be covered by 9. They have that ability 

Mr. PoTTOW. If they are a sovereign unit 

Mr. IssA. They have repeatedly done it. 

Mr. Mayer, I am going to focus really on something straight- 
forward. The District of Columbia went into a form of receivership. 
The Congress looked and said we will do a lot of things for you, 
but you are going to have to straighten out your act, and they did 
over a period of time. 

Bankruptcy does not do that. Why should we look at pervasive 
problems and allow them to be bankrupted out from underneath 
without the reforms that would prevent it from happening in the 
future, separate from the question of some of your citizens in my 
State and the Chairman’s State, in the Ranking Member’s State, 
obviously could be big losers? 

Mr. Mayer. It is a very good question. Congressman. And here, 
there is an interesting distinction between Puerto Rico and every 
other municipality, which is if you take Detroit as an example, or 
New York or the District of Columbia, each of those insolvency sit- 
uations, whether a bankruptcy or not, they featured a form of over- 
sight from a governing body. 

The State of Michigan imposed an oversight board on Detroit. 
New York went through its own financial emergency oversight 
board. D.C. has the same. There is no comparable mechanism for 
Puerto Rico, and none is contemplated. 

Mr. IsSA. Thank you. 

Thank you, Mr. Chairman. 

Mr. Marino. Thank you. 

The Chair now recognizes the gentleman from Michigan, the 
Ranking Member of the full Committee, Congressman Conyers. 

Mr. Conyers. Thank you, Mr. Chairman. 

I appreciate the presence of Jose Serrano of New York, who has 
been following this very carefully, and the gentleman from Puerto 
Rico, Mr. Pierluisi, who has introduced this bill before. This is not 
new. And I would just like to welcome especially our professor of 
law from the University of Michigan, Professor Pottow. 

Now let me start off with you. Professor. What would happen if 
H.R. 870 isn’t enacted? What would be the likely result, especially 
for the electric company, PREPA, but for others in general? 

Mr. Pottow. Sorry, I didn’t hear the critical part. Did you say 
if it was or was not enacted? 

Mr. Conyers. If it was not enacted. 

Mr. Pottow. If it is not enacted, then we will, I predict — I don’t 
follow it as closely — these people will have a default at some point 



106 


that they will not be able to service the debt. And then it is at a 
certain point, you can’t draw blood from a stone. So you can’t get — 
you can wave a contract and say, “I have an entitlement to be 
paid.” But if they can’t pay you, they can’t pay you. 

And that is why we have restructuring systems like bankruptcy 
to decide what concession is and what debt service is available. 
And I will say this for the financial oversight boards, which Puerto 
Rico apparently doesn’t have right now, there is a circularity be- 
cause Michigan has the financial oversight boards as one of the 
preconditions before you are allowed to file for Chapter 9. 

So I could conjecture that if Puerto Rico were allowed access to 
Chapter 9, it might set up some sort of financial oversight board 
system, too, that creates those steps. 

Mr. Conyers. Thank you. 

Now Mr. Mayer claims that Chapter 9 doesn’t offer a certainty 
and, matter of fact, it is the wild west. Are you prepared to make 
any comment or observation about that? 

Mr. PoTTOW. Well, I am not sure I would call it the wild west 
or even the wild Midwest. I think it is a fair observation that 
Chapter 9 is a more fluid process with less structure than a Chap- 
ter 11 precisely because we don’t have that liquidation scenario and 
alternative. 

But to describe it as the wild west really depends on what your 
reference point is. And if you think about sovereign debt defaults, 
right, where there is no bankruptcy system, there is nothing even 
approaching Chapter 9, that is a relatively chaotic environment 
with litigation all over the place, legal uncertainty, bond premiums 
pricing in that risk, and this has risen to the level of the United 
Nations saying we have a dysfunctional system. We have to try to 
do something. 

So compared to that. Chapter 9 would be seen as like sort of a 
stately, you know, game of bridge or something like that, compared 
to the wild west. [Laughter.] 

Mr. Conyers. Thank you so much. 

I would like now to yield to the gentleman from Puerto Rico, our 
very excellent colleague, Mr. Pierluisi himself, for the balance of 
my time. 

Mr. Pierluisi. Thank you, Mr. Ranking Member. 

I have to say something for the record. This hearing is not about 
political status. Mr. Mayer, you wrote that Puerto Rico’s citizens 
have repeatedly voted against statehood. 

In 2012, in fact, the American citizens of Puerto Rico voted to re- 
ject their current status, and more voters favored statehood than 
any other status option. That was just 2 1/2 years ago. 

I have a separate bill, actually, pending before Congress that 
would provide for Puerto Rico’s admission as a State. The two main 
political parties in Puerto Rico may disagree on the status issue, 
but we are united in support of this bill, which is about bankruptcy 
access. 

Now having said that, it is hard for me to understand where 
your clients are coming from. Because — and I suspect that it has 
to do with the fact that they have not only stakes in the Puerto 
Rico power authority, but there are ongoing conversations, negotia- 
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tions, and perhaps what they are doing is trying to huy some time 
here. 

Because, frankly, if what you are saying is that it is better to 
simply rely on the trust indenture agreement that was used when 
the bonds were issued, I cannot see how that is better than Chap- 
ter 9, even taking at face value all your criticisms of Chapter 9. 

And let me explain a bit of this. I am not a bankruptcy scholar 
or expert, but I am a litigator. If you use that trust indenture 
agreement, all you will be doing is actually suing for collection, get- 
ting a receiver appointed, but you are not going to be stopping a 
wide range of collection litigation from other stakeholders. Could be 
suppliers, employees, pension holders, the entity itself The debtor 
which owes the money might end up not paying you anything at 
all. 

Chapter 9 provides a structured, orderly process in which your 
clients could participate and have a say. In fact, the requirements 
of Chapter 9, as you well know, make it so that the power author- 
ity would have to even negotiate in good faith with the creditors, 
your clients, among others, show that it is insolvent, and so on and 
on and on. 

So, again, it is hard for me to understand any principled basis 
for objecting access to Puerto Rico to the law of the land in Amer- 
ica. This is a U.S. territory after all. This is not a foreign country. 

So those are my statements. I am sorry I ran out of the time, 
and but if the Chairman allows it, I would like Mr. Mayer to re- 
spond. 

Mr. Mayer. May I respond, Mr. Chair? 

Mr. Marino. Yes. 

Mr. Mayer. Through 2013, the Commonwealth repeatedly denied 
that it would ever seek access for itself or for any of its instrumen- 
talities the recourse of a bankruptcy or similar court. It said it was 
committed to paying its debts. And on that basis, my clients bought 
and continue to hold billions of dollars of debt. We believe that 
PREPA can, in fact, pay its debts. 

And with respect to your other comments and with respect to 
certainty of Chapter 9, let me briefly summarize Detroit from a 
bondholder’s perspective, and you will understand why we are so 
concerned that it not apply in Puerto Rico. You had mentioned 
other stakeholders. 

In Detroit, as Professor Pottow noted, the pensioners got 95 per- 
cent. The general obligation bonds, which had never before been 
touched in 70 years since the Great Depression, they got cut by 25 
percent. My clients, who had loaned the money necessary to pay 
the pensioners, we got paid 13 percent. 

So before people fall in love with certainty and how Chapter 9 
really provides bondholders with a say, the recent experience is to 
the contrary. 

Mr. Marino. Thank you. 

The Chair now recognizes the gentleman from Rhode Island, 
Congressman Cicilline. 

Mr. Cicilline. Thank you, Mr. Chairman. 

Mr. Mayer, I know that you said in your written testimony that 
there were good reasons why Puerto Rico was excluded, the bonds 
were given nationwide exemption. And I know that you. Professor 
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Pottow, if I am pronouncing that correctly, say it is not even clear 
why the exemption was granted. So I would like to sort of hear 
more from you on that because it seems to be one of the central 
bases of the argument made by Mr. Mayer what the context was 
for that distinction? 

Mr. Pottow. Yes, I think it is an interesting theory. So, academi- 
cally, I would say that to suggest that the exclusion was intentional 
because of the special tax exempt treatment for Puerto Rican 
bonds, I think it is an unlikely explanation because the tax exemp- 
tion has existed for it since the early part of the 19th century. I 
think going back to around 1917, and this was an amendment in 
1984. 

So during the intervening half century, Puerto Rico had been eli- 
gible, as far as we can best figure out, to use Chapter 9. So that 
is probably not it. 

And in terms of the how widely held Puerto Rican debt is around 
the country, our experience in Detroit was that there was a lot of 
creditors from a lot around the country as well for Detroit bonds. 
It wasn’t just Michigan investors. 

So I would give creativity points, but I don’t think that is prob- 
ably what was going on. [Laughter.] 

Mr. CiCiLLlNE. Thank you. 

Mr. Donahue, Mr. Mayer says also that PREPA does not need 
Chapter 9, that it can be fixed itself, and sort of made some sugges- 
tions to Ms. Acosta about things that could be taken. Do you share 
that view that this is something that could be responded to inter- 
nally by actions taken by PREPA that would make bankruptcy un- 
necessary? 

Mr. Donahue. I have looked at the trust indenture, you know, 
and I am an investor. I have been an investor, and you know, what 
do we really look at? We don’t really factor bankruptcy eligibility. 
You know, we are muni investors. 

Bankruptcy is so rare and so isolated. So it is when I am looking 
at an investment, I am not factoring what State is eligible versus 
what State is not eligible. 

When it comes to PREPA, I have gone through and looked at 
their trust indenture, which dates back to 1974, and you know, you 
pull out this old copy, and you look through it for the word “re- 
ceiver.” And the word “receiver” is mentioned twice in there, and 
it is not very clear. 

And so, the untested aspect of this, I would argue that going the 
route of opposing Chapter 9 and going into what I think is really 
the wild west is going through the provisions of the trust inden- 
ture. It is completely inadequate, and I think it is going to result 
in a race to the courthouse. We have these forbearing credit agree- 
ments that are expiring next month, and that could happen as soon 
as then. 

So I think that the immediacy of this is right in front of us and 
that that trust indenture, it is untested. I don’t think it was built 
for this type of a circumstance. They didn’t know PREPA was going 
to have over — close to $10 billion in debt. 

So I think it is wholly inadequate, and I think it exposes the 
market. Contrary to what Mr. Mayer says, I think it exposes the 
market to more risk than less risk. 
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Mr. CiCiLLlNE. Thank you. 

And I yield the balance of my time to Mr. Pierluisi. 

Mr. Pierluisi. And adding to this, and I would like Mr. Pottow 
to comment further — I think it is. Let me get closer to the mike. 

There was a statement made here before that this is all about 
who runs the process. Well, not really, actually. When you look at 
Chapter 9, you have a Federal bankruptcy judge in charge. You 
have the bankruptcy court actually ensuring that whatever plan, 
reorganization plan is issued is fair and equitable to all the inter- 
ested parties. 

And but, of course, sometimes on a case-by-case basis, particular 
stakeholders might do better than others. But the one running the 
process is the bankruptcy court itself The debtor submits the plan 
but is subject to a wide range of requirements and regulations. 

Now so let me make that clear here. Apart from that, I would 
like for the professor to deal with this issue about Chapter 9 versus 
receivership under the trust indenture agreement in Puerto Rico 
when there is no case law on it and there is no automatic stay, 
which you have in bankruptcy court. I would like you to comment 
further. 

Mr. Pottow. I think that for the reasons Mr. Donahue said, I 
think that the pricing of that, there would be concern with the risk 
of the uncertainty of the receivership process. The lack of a dis- 
charged power of also central oversight power by a Federal judge 
would be troubling as well. 

And I also want to underscore the point of consensus in the 
Chapter 9 process. It is the data that was suggested here said, 
look, these creditors only got 13 percent in the Detroit hearing, the 
certificate of the COP creditors — and the workers got 95 percent. 

Well, that is — first of all, that was supported by the funds them- 
selves. They voted for the plan. And second of all, the 13 percent 
was because there was serious allegation that the debt was ille- 
gally issued, that they might have gotten zero on the dollar. So 13 
percent, if you think you are going to lose that case, is pretty 
darned good. 

Every different case is going to have different factors. Every 
debtor is going to have different factors, and you are trying to con- 
sider, you know, what happens if the PREPA receivership and this 
indenture act from 1974 can do that? The question right now, as 
I understand it, as you are citing, should Puerto Rico be able to ac- 
cess the Chapter 9 system with whatever strings it wants to put 
on for whatever entities are in Puerto Rico for an individual? 

And that, from the general bankruptcy perspective is, I think, 
there is a straightforward answer. 

Mr. Pierluisi. Thank you. I ran out of time. 

Mr. Marino. All right. The gentleman’s time has expired. 

And this will conclude today’s hearing. I want to thank all of the 
witnesses for attending. 

And without objection, all Members will have 5 legislative days 
to submit additional written questions for the witnesses or addi- 
tional materials for the record. 

This hearing is adjourned. 

[Whereupon, at 12:53 p.m., the Subcommittee was adjourned.] 
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H.R. 870 Pottow Follow-up Questions 

Questions submitted for the Record from Subcommittee Chairman Marino 

1. Mr, Mayer argues that Puerto Rico bondholders purchased their bonds, in 
part, on a reliance that chapter 9 was not an option. Why should we 
retroactively affect their rights and is there any reason why we cannot rely on 
the resolution process provided for under the bondholder contracts? 

I reject the premise that the bondholders purchased their bonds with a legitimate 
expectation that there would be no changes to the Bankruptcy Code over the course 
of the life of their bonds. The Bankruptcy Code changes all the time. Congress can 
change the bankruptcy laws whenever it wants, and well-established Supreme Court 
precedent dictates that those changes can apply to pre-issued debt - i.e., the changes 
apply "retroactively," so to speak. See, e.g., Wright v. Vinton Branch of Mountain 
Trust Bank of Roanoke, 300 U.S. 440, 470 (1937); Hanover Nat'l Bank v. Mayses, 186 
U.S. 181, 188 (1902). The suggestion that sophisticated financial investors - like the 
funds Mr. Mayer represents - are unaware of this legal rule is difficult to accept. 

Moreover, anytime a substantive provision of the Bankruptcy Code changes for the 
benefit of one party, another party necessarily suffers a detriment - all 
"retroactively." Consider, just for example, the massive expansion of the bankruptcy 
safe harbors (i.e., favorable creditor treatment) for certain financial instruments, 
see, e.g.,\l U.S.C. §§ 362(b)(17), 365, 546(g) (2006).* When those financial 
creditors were awarded special treatment in bankruptcy, all other creditors (e.g., 
general bondholders) were necessarily disadvantaged. Those bondholders were 
perhaps disappointed, but they had no legal claim that their “rights” were being 
unfairly changed in frustration of their "expectations" - because their expectations 
necessarily subsumed the possibility of bankruptcy law change. In law, we have a 
concept called “assumption of risk," and those principles apply here. When 


* Similar in spirit is the extraordinary protection accorded shopping center lessor- 
creditors under 11 U.S.C. § 365(b)(3), added in 1984, doubtless to the 
disappointment of other pre-existing creditors and investors of shopping center 
lessee-debtors. 
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investors buy bonds currently exempt from bankruptcy treatment, built into that 
price is a risk that the Congress might amend the bankruptcy laws and bring the 
bonds within the scope of bankruptcy’s reach. 

Matters might be different If property riighis were destroyed by changes in the 
bankruptcy laws made to apply to property acquired before those changes (as 1 will 
discuss more below), but H.R. 870 does notseekto so affect property rights. 

As for the resolution process under the bond contracts, ! believe that applies 
principally to "PERPA" (the Puerto Rican utility company). Thus, the short answer is 
that the bond contract procedures can only - by definition - be of assistance to the 
subset of public debtors in Puerto Rico that have such provisions. H.R. 870 is 
supposed to be a law of general applicability, however, so the ability of one debtor to 
sort out its own troubles should not block a bill designed to help all debtors. 

The longer answer is that some are skeptical that that bond contract process 
(involving the appointment of a receiver and/or possible litigation before the 
Energy Commission for a rate increase) would work well because it is untested and 
uncertain. In ail candor to the subcommittee, ! do not have strong feelings about the 
viability of a receiver. Maybe it would work, maybe it wouldn't. The key point for 
me is that it is indeed uncertain and untested. Just to give one example, 1 am not 
sure whether the receiver would have the authority to consider the interests of any 
other creditors beyond the bondholders. If not, then there could only be a partial 
and not totaf resolution of debts, undermining the purpose of bankruptcy law. 
Worse, if the receiver's scope of authority is ambiguous, that will lead to litigation 
and delay - more disasters for bankruptcy. Thus, I cannot say that a receiver would 
be useless - it might well be better than nothing - but 1 liave serious doubt that a 
receiver could provide the certainty and market-calming effects of a judge- 
supervised bankruptcy case. 

2. Do you believe that affording Puerto Rico the option to utilize chapter 9 may 
lessen the potential for Puerto Rico to require future federal financial 
assistance? 

Yes - or, more accurately. Qualified Yes. i think we can safely say as a general 
proposition of reorganization law the following; if an entity is sufficiently large that 
it becomes "too big to fail" (defining "big," however one wants - politically, 
economically, etc.}, then if the private parties cannot work out a restructuring on 
their own, there will be overwhelming pressure on the government to bail it out. 
Allowing Puerto Rico access to chapter 9 and the bankruptcy courts the power to 
shepherd the private parties through a debt restructuring substantially increases 
the probability that a consensual agreement will emerge. Indeed, that is what 
chapter 9 (and chapter 1 1) is all about The reason I give only a "qualified" yes is 
because Whether any of Puerto Rico’s public entities are too big to fail is a question 
on which 1 think in all honesty the members of the subcommittee have better insight 
than I. For what it’s worth, my hunch is that a major provider of necessary services 
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to the Puerto Rican people would be awfully hard to let fail, so I have substantial 
concerns that the lack of a chapter 9 path for Puerto Rico's public entities would put 
considerable pressure on Congress to spend funds from the public fisc for a bailout. 

3. Is the retroactive application of H.R. 870 unprecedented? Would the 
retroactive application constitute a "taking" under the "Takings Clause" of the 
Fifth Amendment to the Constitution? 

No, as discussed above, when Congress amends the bankruptcy laws, it routinely 
does so “retroactivel}^’ - i.e,, the revisions applj' to debts incurred before the date of 
the amendments. The Supreme Court has held no constitutional infirmity with such 
an approach. The only time a “Takings” concern arises is when a property right is 
implicated, such as when a lien held by a secured creditor is avoided (i.e,, stripped 
off the collateral by operation of bankruptcy law). The Supreme Court "hinted" in a 
case called United States v. Security Industrial Bank, 459 U.S. 70 (1982), that that 
retroactive application of such a lien-stripping law might violate the Takings Clause 
because the lender has a property right in the collateral that cannot be retroactively 
taken. See id. at 78. But garden-variety application of the bankruptcy laws 
"retroactively" to contractual debts (like bonds) raises no constitutional problems. 

Let me assure members of the subcommittee that Congress’s powers under the 
Bankruptcy Clause are quite broad. The reason ! said the Supreme Court “hinted" 
that retroactive application of a lien-stripping law might run afoul the Takings 
Clause is that the Court never actually held to that effect. Specifically, in Security 
Industrial Bank, the Supreme Court interpreted a lien-stripping provision of the 
Bankruptcy Code, 11 U.S.C. § 522(f), to apply prospectively only because the 
retroactive application of such a property-taking provision could raise serious 
constitutional concerns. Thus, the Court used a doctrine called "avoidance” to avoid 
a possibly difficult constitutional question. To avoid having to address the 
constitutionality of retroactively invalidating a property right, the Court interpreted 
the statute’s text (which was silent on timing) only to apply prospectively, i.e., to 
liens created after its date of enactment. Ducking the question, it never had 
occasion to hold that retroactive application to invalidate pre-existing liens would, 
in fact, be unconstitutional under the Takings Clause. 

Under the circumstances, 1 think "hinted” is a fair desci'iption of the Court’s views, 
but even the Court itself would admit the issue was still open, had not been fully 
briefed and decided, etc. Indeed, 1 have had the recent pleasure of reading a well- 
researched article by Professor Charles Tabb that presents a careful historical 
analysis of the interaction between the Bankruptcy Clause and the Fifth Amendment 
(which contains the Takings Clause). See Charles ]. Tabb, The Bankruptcy Clause, the 
Fifth Amendment, and the Limited Bights of Secured Creditors in Bankruptcy, 2015 U. 
111. L. Rev. 765. (Professor Tabb argues over the course of this article that the Fifth 
Amendment is probably not an independent constraint on the Bankruptcy Clause, 
and so long as Congress has a valid bankruptcy purpose in enacting a bankruptcy 
law, and so long as it properly comports with notions of due process, it can interfere 
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with a secured creditor's lien on collateral without violating the Constitution. 

Tabb's view seems consistent with an under-appreciated Supreme Court precedent. 
Continental Illinois Nt'l Bank & Trust Co. v. Chicago, Rock Island & Pac. i^wy. Co., 294 
U.S. 648 (1935], and he does important work in drawing this case to policymakers' 
attention: surely this will be relied upon if and when the Court ever takes up the 
constitutional question.) In any event, these Takings concerns risk, dare I say, 
unduly venturing into the "academic," because H.R. 870 does not purport to 
extinguish any rights of secured creditors "retroactively." Secured creditors, as in 
chapter 11, are protected by having the value of tlteir liens preserved in chapter 9. 

Questions submitted for the Record from Representative John Conyers, |r. and 
Representative Henry C. “Hank" Johnson, Jr. 

1. Mr. Mayer states that he “would not oppose the application of Chapter 9 to 
Puerto Rico if Congress made Chapter 9 a fairer statute" by which he means, 
for example, that Chapter 9 "require an affirmative bondholder vote before a 
plan affects the bondholders." What is your response? 

I went back and re-read footnote 26 to Mr. Mayer's testimony to understand what 
he means by "an affirmative bondholder vote." His argument is that bondholders 
should have a special veto in chapter 9 and should have to approve (by 51% vote of 
the bondholders) any chapter 9 plan of adjustment before it can be confirmed - 
even if every other cred/tor of the debtor supports the plan. I do not share his view 
that thiS: would make chapter 9 more fair. On the contrary, I think it would make 
chapter 9 less fair: Why should bondholders have a veto? 1 can imagine others who 
think pension holders should have a veto. Or workers. Or taxpayers. Etc. No, 1 
think the best - and fairest - path is the one Congress has taken: treat ail creditors 
equally. 

Chapter 9 - which follows the law of well-respected voting rules of chapter 11 - 
provides that you vote based on how much debt you have outstanding. The more 
you are owed by the debtor, the more your vote counts. While the debtor can put 
creditors into different classes for voting purposes, the Code prohibits the debtor 
from stuffing dissimilarly situated creditors into the same voting class (say, putting 
secured and unsecured creditors in the same class to vote). See 11 U.S.C. § 1122(a) 
(incorporated into chapter 9 by § 901). There is no "unfairness" at being outvoted, 
just disappointment. Mr. Mayer admits as much in his footnote's second paragraph 
but then complains that in the recent Stockton case the judge made a bad decision in 
rejecting a vote classification objection. That is not an indictment of the voting rules 
of chapter 9 (which mirror chapter 11); itis a critique of the judge’s order. Franklin, 
Mr. Mayer's client, is indeed appealing that Stockton ruling and appellate briefing is 
underway. In my respectful opinion, a law is not "unfair” simply because you lost a 
case in which it was applied. 
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2. As you know, H.R. 870 would apply to debt obligations created prior to the 
legislation date of enactment. Does this provision present any 
constitutionality concerns? 

No. (For a fuller discussion, please see my responses above to learn more about the 
contours of bankruptcy legislation and constitutional constraints). H.R. 870 is 
nowhere close to being unconstitutional. Tile bill is so far back from the 
constitutional line, it can’t even see the line - the line is in a different room! 

3. In an attachment to Mr. Mayer’s testimony is an analysis that purports to 
show the discriminatory aspects of Chapter 9. SpecificaOy, It claims that 
pensions have received "significantly higher recoveries on their claims than 
financial creditors." What is your response? 

Page 14 of the attachment has a chart seeking to show the "discriminatory aspects 
of chapter 9." It picks only five chapter 9 cases, although it is unclear by which 
selection criteria. These data do not prove much of anything. For example, in one of 
the five cases (presumably 20% of the statistical population), the bondholders 
actually did better than the pensioners (Central Falls) due to local legislation 
favoring bondholders. In another, there was no pension debt, and so the 
comparison is "N/A” (jefferson County). So only in three, not even five, cases did Mr. 
Mayer’s consultants find pension holders having a higher distribution than 
bondholders. This is hardly a devastating finding. (You can probably find three 
examples of anything if you want.) In fact, one of these three remaining examples is 
not even finalized yet It (Stockton) is in the middle of being appealed for the very 
reason Mr. Mayer raises: that it discriminates unfairly against the bondholders for 
CalPERS to have blocked any cuts whatsoever. Another one of the three (Vallejo) is 
an older case from California that thought the pensions could not be compromised 
under Californian la w - an issue that the Stockton appeal will now resolve. That 
leaves only one case (Detroit] in which there is a true grievance of differential 
di-Stribution, and there the differential dividend can be explained by an external 
injection of funds earmarked to pensioners. (Nothing in the Bankruptcy Code can 
force third-party benefactors to favor all creditors; if they want to favor workers 
about to lose their pensions, so be it.) In sum, nothing in this attachment suggests, 
let alone demonstrates, any "discriminatory aspects” of chapter 9. 

Moreover, it is worth noting in Detroit that the bondholders eventually withdrew 
their objections to support the plan. So they can’t complain they were discriminated 
against unfairly if they supported the plan (unlike their objecting counterparts in 
Stockton). And there are many reasons why different creditors might accept a lower 
dividend. For example, an investor who is challenged by the debtor for having 
received an illegal payment may well settle for a lower distribution in exchange for 
having the debtor abandon that legal challenge. (In Detroit, the defendant-COP 
creditors settled for 13% according to the attachment.) The data provided in the 
attachment tell us nothing about the strength of the underlying claims. 


5 



117 


Finally, to the extent that pension holders received a different (higher) distribution 
than bondholders, 1 would not find that outcome intrinsically troubling. To start, 
pension holders cannot insure their pensions the way bondholders can diversify 
their portfolios and purchase credit default coverage. In fact, private pension 
holders have a partial form of compulsory government insurance through the 
Pension Benefit Guaranty Corporation. Public municipal workers - those implicated 
in chapter 9 proceedings -* are exempted from this scheme and so are especially 
vulnerable as creditors. The suggestion that pensioners are somehow making out 
like bandits in chapter 9 is not just exaggerated but unfair. In fact, the 
subcommittee might reflect upon how vociferously in the unions fought Detroit's 
eligibility for chapter 9. More importantly, however, it could be that the chapter 9 
plans offered different distributions to pensioners because there were strategic 
reasons of workplace morale, etc., requiring current workers to see their future 
pensions would be minimally impaired. Bondholders are not necessarily repeat 
players: they take tlieir losses and move on. By contrast, a city could be devastated 
if there were large-scale walkouts by their labor force. To be clear, 1 am not making 
comments on any specific chapter 9 case or endorsing any position; 1 am just 
clarifying that I can well imagine why there might be good reasons for a differential 
distribution that favors pension holders. Put another way, “discrimination’' does 
not necessarily mean "unfair discrimination" in bankruptcy. 

4. Last month, the U.S. District Court for the District of Puerto Rico held that 
the Puerto Rico Public Corporation Debt Enforcement and Recovery Act is 
expressly preempted by section 903 of the Bankruptcy Code and is therefore 
unconstitutional. Section 903 of the Bankruptcy Code, in substance, provides 
that a state law prescribing a method of composition of indebtedness for a 
municipality may not bind any creditor that does not consent to such 
composition. What is your explanation for why section 903 was enacted? 

Section 903 of the Bankruptcy Code in part addresses federalism concerns and in 
part addresses Bankruptcy Clause preemption concerns. To .sketch the history in 
very broad strokes, when Congress passed a prior version of chapter 9, the Supreme 
Court struck it down as violating the Tenth Amendment (which reserves to the 
States residual rights and powers). See Ashton v. Cameron Cnty. Water Imp, Dist No. 
1, 298 U.S. 513, 531 (1936). The gist of the Tenth Amendment federalism concerns 
are that because municipalities are creatures of state law, it is invasive for a federal 
court (namely, a bankruptcy court) to dictate the terms of a financial restructuring. 
Congress responded by making fixes to chapter 9 to allow the States more power, 
which the Supreme Court subsequently blessed. See United States v. Bekins, 304 U.S. 
27 (1938). For example, States must now authorize their public entities to use 
chapter 9. See 11 U.S.C. § 109(c)(2). This requirement of state consent was 
designed to address the constitutional concern that tlie federal government was 
somehow imposing intrusively on States in violation of the Tenth Amendment in 
enacting chapter 9. 
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There are offsetting Bankruptcy Clause concerns, however, also reflected in section 
903, specifically in the "proviso" subsections (1) and (2] of section 903. Those 
provisions claw back the general declaration of state autonomy found in the main 
paragraph of section 903 by clarifying that the states cannot pass their own "mini- 
chapter 9s" - in the words of tlie statute, "a State law prescribing a method of 
composition of indebtedness of such municipality.” Id. at 903[1). Why is this so? 
Certainly States could pass bankruptcy laws and indeed did so in the earlier days of 
the Republic. See Ogden v. Saunders, 2S U.S. 213 (1827).?' 

Probably the best explanation of the insertion of the daw-back provisos is that they 
were Congress’s attempt to reverse the Supreme Court's holding in Faitoute Iron & 
Steel Co. V. City of Asbury Park, 316 U.S. 502 {1942].3 That case upheld the 
constitutionally of a New Jersey restructuring statute that allowed extension of 
debts. In adding the daw-back "provisos" to now-section 903 in its comprehensive 
overhaul of the Bankruptcy Code in 1978, the Senate Report explained; “The proviso 

. . . prohibitjs] State composition procedures for municipalities Deletion of the 

provision would permit all States to enact their own versions of Chapter [9], which 
would frustrate the constitutional mandate of uniform bankruptcy laws." S. Rep. 95- 
989, 110, 1978 U.S.C.C.A.N. 5787, 5896 (internal quotation marks omitted). 

It is conceivable Congress wanted to maximize centra! control over bankruptcy 
procedure.? under the new Code and did not want States "competing" with chapter 
9. But the Tenth Amendment foundations to section 109{c)(2} - the provision that 
accords States a veto over access to chapter 9 for their municipalities - render the 
scope of the proviso uncertain. Recall that some States forbid their public entities to 
use chapter 9, See, e, 5 .,GA. Code Ann, 36-80-5. We can call these "opt out” States, 
Others allow chapter 9, sometimes unconditionally, see, e.g., Ala. Code 11-81-3, and 
sometimes with conditions, see, e.g., Mich. Comp. Laws Ann. §§ 141.1541 etseq. We 
can cal! these others "chapter 9” States. There is thus a scholarly debate over the 
scope of section 903’s provisos: do they apply to ail States (chapter 9 and opt-out 
States), or do they apply only to chapter 9 States? (A good summary of this debate is 
fleshed out in Stephen J. Lubben, Puerto Rico and the Bankruptcy Clause, 88 Am. 
BankR-L). 553(2014).) 

On the one hand, you can argue the proviso applies broadly to all States, because it 
sounds in mandatory language (“a State law . . . may not bind any creditor"). On the 
other, you can argue the proviso applies narrowly only to States that use chapter 9 
in the first place, because if a State opts out of Chapter 9, it must be left with the 
autonomy to design its own debt resolution scheme. Proponents of this narrow 
view note that it makes no sense to read a provision in a part of the statute 


2 Due to Contracts Clause concerns, such state laws could only apply to debts 
incurred after their enactment. SeeSturges y, Crowninshield, 17 U.S. 122 (1819). 
s Probably too wonkish, 1 fear, but in service of being comprehensive, 1 note that 
Congress may not have succeeded completely in overrulingAsfeury Park due to the 
technical difference betw'een a "composition” and an "extension," 
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specifically concerned with Tenth Amendment issues broadly to maximize the 
federal government’s incursion into state legislati ve autonomy. They also note that a 
broad reading has a coercive effect of "forcing" States to accede to chapter 9 (i.e., it's 
chapter 9 or nothing), a curious intent for a chapter highly conscious of state 
sovereignty. The better read, they argue, is that the proviso does not apply to opt- 
out states, only states who opt into the chapter 9 system. If they opt in and consent 
to their municipalities using chapter 9, they can't speak out of the other side of their 
mouths and enact a rival chapter 9 state law. 

This debate is significant for Puerto Rico. Puerto Rico is an “involuntary" opter-out 
because its municipalities cannot use chapter 9 for the very reason H.R. 870 is being 
considered to fix. As such, a broad reading of the section 903 provisos would say 
Puerto Rico is just stuck: no chapter 9 and no state law analogue. A narrow read of 
the prowsos, however, would allow the new Recovery Act to stand. Obviously, the 
District Court went with the broader read and struck down the Act, Given the 
uncertainty of the constitutional question, it is not surprising that decision is being 
appealed. 


5. What are some of the benefits of Chapter 9 over a receivership? 

The benefits of chapter 9 over a receivership are numerous. To list just a fow: 
chapter 9 Is a legal proceeding in which a judge presides over the case and keeps 
order over the negotiations. For example, a judge can order parties into mediation. 
Second, chapter 9 covers all creditors and so allows a comprehensive plan of 
adjustment to be voted on and implemented. A receiver may not be able to bind 
absent parties, Third, chapter 9 is a judicial process. A receiver is at best quasi- 
judicial. A judge will be trained in law and attuned to other considerations (e.g,, 
whether a constitutional argument can be launched at some aspect of the plan); a 
receiver might have no such expertise. Relatedly, a judge has judicial power, e.g., to 
sanction disruptive litigants. A receiver has no such authority. Perhaps most 
importantly, a Judge follows precedent and can apply bankruptcy case law. it is true 
that chapter 9 has a thin precedent book due to its infrequent use. But that is better 
than no precedent book! In sum, chapter 9 brings certainty and order that a 
receivership would be unable to guaranty. 

6. In the absence of Chapter 9, what incentives exist to encourage consensus 
among various creditors? 

None. One of the key theoretical foundations of a bankruptcy reorganization system 
(chapter 9, chapter 11, or anything else) is that there is a "coordination failure" 
when atomistic creditors tiy to go after the debtor individually. A mad rush to 
dismember the carcass destroys value, A state-controlled, compulsory proceeding is 
necessary to prevent these ironically self-destructive impulses, Acommon 
metaphor for this "common pool" problem is over-fishing in a situation of scarcity. 

If it’s first come, first served, everyone rushes and fishes the pond to extinction. If 


8 



120 


the putative fisherman are stayed and coffalled into a courtroom to share the fish 
pro rata (a) everyone gets a fair share, not just the fastest/pushiest (who get fastest 
and pushiest when they panic there's not enough fish to go 'round), and (b) the 


fishing stock might be given time to repopulate, allowing an even greater share for 
all. i'll leave the subcommittee with that image as an appropriate conclusion to my 
thoughts. 
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RESPONSES OF MELBA ACOSTA-FEBO 

QUESTIONS SUBMITTED FOR THE RECORD 
FROM SUBCOMMITTEE CHAIRMAN MARINO 

1. Is it connect that the Government Development Bank (“GDB”) is a significant 
creditor to many of Puerto Rico’s public corporations that may be eligible to 
file for chapter 9? Would the GDB’s role as a creditor to a Puerto Rico 
public corporation in a chapter 9 case present a conflict with its role as a 
financial advisor to Puerto Rico? 

Response: 

In limited circumstances, GDB has extended financing and other forms of 
liquidity to certain of Puerto Rico 's public corporaiions. Consequenlly, if the 
U.S. Bankruptcy Code were amended as contemplated by HR. 870, and Puerto 
Rico enacted an enabling statute, it is possible that GDB would be a creditor of a 
public corporation that seeks relief under Chapter 9. In the event that a public 
corporation files for relief under Chapter 9, and GDB is a creditor of that entity, 
however, we do not believe that there would be a per sc conflict of interest if GDB 
continues to serve as a financial advisor to Puerto Rico. 

GDB as a creditor would have an inherent interest in maximizing creditor 
recoveries. As a financial advisor to Puerto Rico, GDB would have an inherent 
interest in maximizing creditor recoverie.s and supporting a Chapter 9 process 
that provides predictability and fairness to all creditors, which will ultimately 
provide a better environment for capital investment. 

Moreover, any Chapter 9 case would be overseen by cm experienced federal 
bankruptcy judge. The judge can approve a Chapter 9 plan only if the substantive 
and procedural protections of the U.S. Banh-uptcy Code are followed. These 
protections ensure that the process is fair to all parties involved, including 
creditors, employees, and the public corporation(s). For example, in order to 
approve the plan of adjustment, the bankruptcy judge must find that the plan is in 
the best interest of creditors and that the plan was proposed in good faith. 

2. Do you believe that affording Puerto Rico the option to utilize chapter 9 may 
lessen the potential for Puerto Rico to require future federal financial 
assistance? 

Response; 

I do not think affording Puerto Rico the option to utilize Chapter 9 for its 
municipalities will increase or lessen the potential for Puerto Rico to require 
j'uture j'ederal financial assistance. A stale's access to Chapter 9 is neither a 
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precondition nor a disqualification from receiving federal financial assistance as 
far as I know, and the same would he true for Puerto Rico. Having said that, 1 
believe that if the US. Bankruptcy Code were amended to permit Puerto Rico to 
authorize certain of its public corporations to .seek Chapter 9 relief, such 
corporations would be less likely to seek fnanciat assistance from the central 
government of Puerto Rico or the GDB, which in turn will benefit the central 
government 's financial situation. 

3. Do you believe that allowing Puerto Rico to utilize chapter 9, by itself, is a 
solutiou to Puerto Rico’s financial issues? 

Response: 

No. Amending the U.S. Bankruptcy Code as contemplated by H.R. 870, in and of 
itself, would not solve Puerto Rico 's financial issues. It would complement many 
of the actions already taken by the current administration to achieve fiscal 
sustainability, which includes reducing budget deficits, imposing cost-control 
measures at multiple levels of government, limiting government payroll, 
implementing pension reform, impo.sing loan origination discipline at GDB, 
completing public-private partnerships, and reforming utility rates, among others. 

4. Mr. Mayer argues that chapter 9 is unnecessary and that the Puerto Rico 
public corporations can take other actions to address their financial distress. 
IIow do you respond to that argument? 

Response; 

We respectfully disagree. It is important to emphasize for the record that Mr. 
Mayer is a lawyer for PREPA bondholders who have a specific objective to 
maximize their investment on their particular bonds. In his advocacy role, Mr. 
Mayer has asserted that several alternatives to Chapter 9— namely, placing 
public corporations into receiverships, raising utility rales, and collecting 
outstanding receivables are sufficient to address the fiscal problems that Puerto 
Rico 's public corporaiions currently face. Mr. Mayer is also on record as having 
stated that Chapter 9 is imperfect, implying that if it were drafted to be fairer for 
his clients, he would not have any objection to it. 

The GDB and the government of Puerto Rico re.spectfuUy submit that the better 
view a view that is held by nearly eveiy restructuring professional that has 
weighed in on this issue, as well as nearly every major international organization 
charged with economic growth and prosperity — is that extending a restructuring 
regime to entities like Puerto Rico’s public corporations is sound public policy. 
Nonetheless, I would like to explain why the alternatives offered by Mr. Mayer 
are inadequate for PREPA and Puerto Rico. 
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First, the receivership that Mr. Mayer contemplates is far inferior to Chapter 9. 
Puerto Rico 's receivership laws are vague and untested. Unlike Chapter 9, they 
do not contemplate any creditor input or creditor voting or any framework for 
protecting the interests of all stakeholders. As noted by Mr. Robert Donahue of 
Municipal Market Analytics (MMA), the remedy contained in the PREP A bond 
documents (that is, a court-appointed receiver) is "wholly inadequate legal 
f-amework within which to address PREP A ‘s highly complex financial 
restructuring needs among a diverse group of .stakeholders. Specifically, a 

receivership could literally take decades to complete and give rise to endless 
litigation. Perhaps most importantly, a receivership could cause suppliers to 
refuse to deliver fuel on reasonable terms and ultimately threaten PREP A ’s 
ability to provide electricity to the people and businesses of Puerto Rico. This is 
because the current receivership framework does not contemplate the concept of 
“debtor-in-possession" financing, which allows debtors to obtain financing with 
enhanced priority rights while operating under the U.S. Bankruptcy Code. 

Second, we often hear from investors that the solution to PREPA ’s problem is 
simply to raise "base rales " because the cost of electricity in Puerto Rico has nor 
increased in decades. This suggestion seems attractive at first blush, but 
unfortunately mischaracterizes the real issue. To be clear, the "base rate ” that is 
charged to consumers is Just one component of the "all-in " rate that consumers 
pay for electricity. The all-in rate includes in the cost of purchasing fuel, 
transportation of fuel, and other fuel-related expenses, which are substantial 
given that Puerto Rico is an island. While it is true that the “base rate " has not 
increased in many years, the “all-in" rale — which is the only rate to which Puerto 
Rico ‘s consumers are sensitive — is more than twice the average rate in the 
continental United States. Given that Puerto Rico has one of the highest 
unemployment rates and lowest per capita income levels in the United Stales, its 
consumers are particularly sensitive to rate increases. Regardless, PREPA 
cannot unilateral raise rates because any rate adjustment requires approval from 
the Puerto Rico Energy Commission, which may or may not approve an increase. 
Finally, raising utility rates could have the opposite result— that is, decreasing 
revenues hecau.se consumers cannot afford to pay the rates. 

Third, we agree that PREPA should collect from its creditors, and PREPA 's 
financial advisors agree that this must happen immediately. That being said, it is 
worth emphasizing that coliectingfrom PREPA 's creditors is not a solution to 
PREPA 's overall financial situation. Many of PREPA ’s largest creditors are 
municipalities and other governmental instrumentalities in Puerto Rico, which 


^ See Testimony of Robert Donahue, Managing Director, Municipal Market Analytics, Inc. (MMA), before 
the House Judiciary Subcommittee on Regulatory Reform, Commercial and Antilnisl Low (Febriiaiy 26, 
21)15). 
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am experiencing their own financial distress, making collecting from them in the 
short term very challenging. 

Finally, as for Puerto Rico generally, and as stated in my testimony, the lack of a 
clear restructuring option — either under Chapter 9, or under Puerto Rico law 
has unfortunate and real consequences for the entire island, none of which factors 
into Mr. Mayer ’s criticisms, which focus solely only on his clients ’ interests. 
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QUESTIONS SUBMITTED FOR THE RECORD FROM 
REPRESENTATIVE JOHN CONYERS, JR. AND 
REPRESENTATIVE HENRY C. “HANK” JOHNSON, JR. 

1, I note that you previously were the Secrctai'y of Treasury for the 
Commonwealth of Puerto Rico in addition to your current position as 
President of the Government Development Bank for Puerto Rico. Based on 
your experience in both capacities, how would H.R. 870 benefit Puerto Rico? 

Response: 

My experknves m both Secretary of Treasury fur the Commonwealth of Puerto 
Rico and as President of GDB have given me unique insight into the benefits that 
H.R. 870 would provide Puerto Rico. First and foremost, passing HR. 870woidd 
further the administration's objective of making Puerto Rico’s public 
corporations self-sujficienl such that they will no longer need to rely on the 
central government or GDB for financial assistance. This is an integral part of 
achieving long-term fiscal sustainability on the island as a whole. 

In addition, H.R. 870 will have many measured benefits. First, H.R. 870 will 
provide certainty to the market, which will decrease the cost of borrowing at all 
Puerto Rico issuers. Second, H.R. 870 will allow many is.suers that have been 
closed out of the credit markets to access them again. Third, H.R. 870 will 
actually increase economic growth by providing stability and facilitating long- 
term capital investment and expenditure plans. Finally, H.R. 870 provides 
creditors with a clear roadmap— in terms of substantive rights and expected 
procedures — that is far better than the receivership provisions under current law. 

2. Mr. Mayer argues that H.R. 870 “seiwes the interests of neither the 
Commonwealth nor the millions of individuals who invested in the bonds of 
the Commonwealth’s corporations.” What is your response? 

Response: 

The GDB and the government of Puerto Rico respectfully disagree. Adoption of 
H.R. 870 would give Puerto Rico the opportunity to access a well-tested regime 
for public corporations to adjust debts in a manner that requires creditor input 
and participation, as well as good-faith negotiation, under the supervision of an 
experienced banh'uptcy judge. It would provide a recognized framework that 
balances the interests of all stakeholders. Mr. Mayer represents a handful of 
sophisticated financial investors — many of which purchased their PREP A bonds 
on the secondary market at a discount after PREP A 's financial challenges 
became well known — that object to Chapter 9 itself. Criticisms of Chapter 9 are 
irrelevant to whether Puerto Rico should have the same opportunity as the 50 
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stales to authorize its public corporations to invoke Chapter 9. The states have 
this opportunity, and there is no reason to deprive the Commonwealth of this 
same opportunity, especially given the fiscal emergency facing Puerto Rico ’s 
public corporations. 

3. Some argue, such as Mr. Mayer, that PREPA could do much to improve its 
bottom line such as increasing its base rates, collecting its accounts 
receivable, and improving the efficiency of its employees; among other 
measures. What is your response? 

Response: 

I would like to respond separately to the suggestion that (i) increasing base rates, 
(it) collecting account receivables, and (Hi) improving efficiencies of employees 
will improve PREPA ‘s bottom line. 

Raisins Rat es 

As I noted above, investors often say that the solution to PREPA 's problem is 
simply to raise "base rates" because the cost of electricity in Puerto Rico has not 
increased in decades. This suggestion mischaracterizes the real issue because the 
"base rate" that is charged to consumers is just one component of the "all-in" 
rate that consumers pay for electricity. The all-in rate includes in the cost of 
purchasing fuel, transportation ofjuel and other juel-related expenses that are 
.substantial given that Puerto Rico is an island. While it is true that the "base 
rate " has not increased in many years, the "all-in " rate — which is the only rate to 
which Puerto Rico ‘s consumers are sensitive — is more than twice the average 
rate in the continental United Slates. Given that Puerto Rico has one of the 
highest unemployment rates and lowest per capita income levels in the United 
Stales, it is particularly sensitive to rale increases. Regardless, PREPA cannot 
unilateral raise rates because any rate adjustment requires approval from the 
Puerto Rico Energy Commission, which may or may not approve an increase. 

Collectine Accounts Receivable 

As I noted above, we agree that PREPA should collect fi'om its creditors, and 
PREPA ’s financial advisors agree that this must happen immediately. That being 
said, it is worth emphasizing that cnUectingfrom PREPA 's creditors is not a 
solution to PREPA 's overall financial situation. Many of PREPA 's largest 
creditors are municipalities and other governmental instrumentalities in Puerto 
Rico, which are experiencing their own financial distress, making collecting from 
■ them in the .short term veiy challenging. 
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Efficiencies of Employees 

We agi-ee that improvements can be made with respect to employee efficiencies, 
but employee-related costs are only a small component of PREP A '? budget. The 
most significant costs are related to fuel and inefficient generation facilities. It 
will take a significant amount of time and new capital to address these long-term 
problems. 

4. If legislation such as lI.R. 870 is not enacted, what is likely to be the result for 
such public corporations as PREP A? 

Response; 

The current administration remains committed to making Puerto Rico ’s public 
corporations self-sufficient such that they do not require financial assistance from 
the central government or the GDB regardless of whether H.R. 870 is enacted. 
However, if H.R. 870 is not enacted, achieving this objective will be more 
difficult. 

First, if H.R. 870 is not enacted, Puerto Rico will continue to defend the 
constitutionality of the Puerto Rico Debt Enforcement and Recovery Act (the 
" Recovery Act "), which would allow the public corporations to adjust their debts 
under Puerto Rico law. We remain steadfast in the belief that the Recovery Act— 
which is modeled in part after the Bankruptcy Code — is constitutional and 
appropriately balances the interests of the public, the public corporations, and 
creditors. 

Second, if there were no legal mechanism to adjust debt, there could be 
substantial negative consequences on Puerto Rico and public corporation 
creditors. As everyone knows, virtually the entire population of Puerto Rico 
relies on PREP A for electricity, which includes for medical care, light, 
communication and running water. If PREP A cannot adjust its debt in an 
organized and timely way, it may not be able to pwcha.se fuel, pay employees, 
maintain its plants, comply with environmental regulations, operate its 
transmission and distribution lines, and serve cuslomers. In a cri.sis situation, 
PREP A could be forced to ration electricity and employ rolling blackouts, which 
would unquestionably threaten public health, safely and welfare, and may even 
cause chaos. This would undoubtedly lead to a further deterioration to the 
economy and more Puerto Rico residents moving to the mainland United States. 

Beyond the risks to the health, safety, and welfare of Puerto Rico ’s residents, 
there is also a risk that (i) Puerto Rico ‘s public corporations will be shut out of 
the capita! markets for the foreseeable future, and to the extent access becomes 
available, it will be on terms that are cost prohibitive, (ii) it will be more difficult 
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lo make long-term investment and capital expenditure plans, (Hi) suppliers and 
venders may require immediate cash payments for their services, which could 
cause immediate and widespread liquidity events in Puerto Rico, and (iv) 
creditors may race to the courthouse to exercise remedies such as seeking the 
appointment of a receiver pursuant to untested procedures that do not balance the 
interests of all stakeholders or even require creditor input or participation. 
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QUESTIONS SUBMITTED FOR THE RECORD FROM CHAIRMAN MARINO 

1. Would the enactment of H.R. 870 have an Impact on the stability of the Pu&to Rican 
bond market, or the broader municipal bond rrarket? is there a risk for market contagion if 
chapter 9 is ruat available to Puerto Rico? 

MMA believes enactment of HR 870 will have limited impact 
on the stability of Puerto Rican markets or the broader 
municipal bond market. Municipal bond investors are well 
acquainted with the risks of chapter 9. The chart (right) 
shows that state municipal legal protections, including 
chapter 9 authority, vary widely among states. States enjoy 
access to the municipal market regardless of their position on chapter 9, or level of oversight, 

Puerto Rican investors are also well aware of bankruptcy risks. Residents and businesses in 
Puerto Rico today can access all protections offered through other chapters of the US 
Bankruptcy Code (i.e.. Chapter 13, 12, 11 and 7). 

The surprise passage of the Puerto Rico Debt Enforcement and Recovery Act ("Recovery Act") 
on June 28, 2014 resulted in yield spikes and wide bond price declines (see graph below). Since 
this time, two bills allowing PR access to Ch. 9 have been presented (H.R. 5305 - Juiy 31, 2014 
and H R. 870 - February 11, 2015). The graph Illustrates that there was no perceptible negative 
market impact on bonds issued by PREPA (the most likely candidate for Ch. 9). 

PREPA vs. (VIMA: Wevkly Vlelds; 2014-2015 
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Investors have had several years to absorb Puerto Rico rating agency downgrades and 
widespread negative headlines broadcasting that the Commonwealths debt levels have become 
unsustainable given its shrinking economy and volatile financial structure. 

Rating agencies had been very forward at each stage, giving investors ample time to exit their 
Puerto Rico positions. There have consistently been bids available. Investors have been aware 
of risks and many added to positions as credit weakened. 

There has been market liquidity as well; sellers have been able to execute trades In a timely 
manner, although not necessarily at favorable levels. The graph (below) illustrates that market 
participants are differentiating between the various island credits in trading levels, the sign of 
an efficient, functioning market. 
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If Congressional authority is granted, and the tool of chapter 9 becomes available to Puerto 
Rico, this it does not necessarily mean it will be used. Puerto Rico will be required to pass an 
enabling act detailing the scope of authority that will be granted. MMA believes it is possible 
that, if done appropriately, this action may stabilize markets, especially over the longer term. 

Enactment could create time for some Puerto Rican credits, such as General Obligation bonds, 
to stabilize and perhaps to Issue again. On the other hand, the island's public corporations (for 
whom chapter 9 is targeted) may have a longer path to stability. Importantly, in either case 
the ability to use chapter 9 will provide a powerful negotiating tool, enable an orderly process 
for a default workout, and ultimately build a path toward long term stability. 


MMA 


4 I P g fe 



133 


2. Do you believe that affording Puerto Rico the option to utilize chapter 9 may lessen the 
potential fy>r Puerto Rico to require future federal financial assistance? 

The argument that extending chapter 9 to Puerto Rico will necessarily lead to future financial 
assistance, or a "bailout", is specious. The federal government has a long avoided intervention 
in state/local financial crisis, and only taken action in cases In extremis. In certain rare 
circumstance, there is precedent for a federal guarantee of a public entity facing serious 
financial difficulties but these actions have limited federal financial assistance and required 
considerable loss of operational autonomy. 

For example. In the case of Washington DC, Congress has invoked its constitutional mandate to 
oversee the operations of the seat of the federal government. In this situation. Intervention 
materialited only after it was evident that failure to intervene would likely have an adverse 
effect on the operations of the federal government.' 

In 1978, the federal government intervened New York City’s fiscal crisis only after foreign 
governments expressed their concerns regarding the potential global economic fallout of a 
bankruptcy. In response. Congress passed and President Carter signed, the New York City Loan 
Guarantee Act, a response to the city's severe fiscal crisis at the time. The Act required the city 
to submit to the Secretary of the Treasury a plan for balancing its budget within roughly four 
years and mandated that an independent fiscal monitor "demonstrate to the satisfaction of the 
secretary that it has the authority to control the city's fiscal affairs during the entire period in 
which federal guarantees are outstanding." 

Without a framework to restructure some of its debts, the Commonwealth Is vulnerable to 
unforeseen risks. Chapter 9 provides a standardized, orderly legal framework guided by an 
existing body of case law in an appropriate arms-length venue, MMA believes this far 
preferable to a receiver-driven restructuring. A court supervised process would put all vested 
parties together on a far more even playing field than any that currently exists. In the near 
term, however, MMA believes that the option to utilize chapter 9 is a best available, highest 
impact step that will stabilize the situation and allow breathing room. 
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The only parties that benefit in the event of a long protracted workout are attorneys. MMA 
believes It is best in all circumstances to quickly settle insolvency and move forward so that 
resources are allocated to constituents and stakeholders rather than to workouts. 

Ultimately Puerto Rico's political system may simply be unable to resolving the current financial 
crisis without some type of receivership. Many, including MMA, believe a federal Intervention 
of some form is increasingly likely, perhaps inevitable. Under the broad powers granted to it 
under the Territorial Clause of the United States Constitution, Congress has broad powers 
legislate to impose federal control over the island’s finances.* Whether this occurs remains to 
be seen. 

3. Do you believe that allowing Puerto Rico to utHUe chapter 9, by itself, is a solution to 
Puerto Rico 's financial issues? 

No. Chapter 9 is a last resort to avert a broader crisis, and not a panacea Chapter 9 Is merely a 
first safety net option if the Commonwealth lacks the political will to address its issues and a 
crisis deepens, threaten the public safety. Also chapter 9 would allow the Commonwealth to 
maintain essential operations which would be essential to an orderly workout process. 

Chapter 9, in our view, provides the best available process to enable, if necessary, to provide an 
orderly restructuring of the commonwealth’s agencies/corporations, keeping such important 
decisions within the hands of impartial judges and out of the hands of politicians. 

4. your firm represents a wide-rar^e of municipal bond investors. Do you believe there is a 
consensus among the municipal bond investment community regarding allowing Puerto 
Rico to utilize chapter 9? 

In weighing the decision to testify on behalf of H.R. 870 before the Subcommittee, MMA spoke 
with a variety of traditional municipal investors to assess municipal market support for an 
extension of chapter 9 to Puerto Rico. We found a diversity of opinions on the topic. 

Some expressed support for H.R. 870 in the context of allowing bankruptcy as a last resort, only 
to be used when all other options have been exhausted. We recognite that many expressed 
support H.R. 870 largely based on Its consistency with their investment strategy - for example, 
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to buy GO and COFINA bonds and restructure public corporation bonds - also known as the 
"ring-fence" strategy coined after the passage of the Recovery Act. 

Some investors conditionally support chapter 9, believing it is a half-measure which must be 
accompanied by stronger federal oversight. 

Other investors oppose H.R. 870 as an attempt to resurrect the "ring-fence" strategy and 
viewed enactment of chapter 9 as a distraction from the island's core issues. Some of these 
firms stated that Congress would be unwise to sanction the current bill because it would appear 
to be favoring a "winning" investor group. 

Finally, there are investors that oppose in all forms because they own debt across the whole 
complex. The firms have been active in publicly opposing H.R. 870. 

On this note: some firms supportive of H.R. 870 have been reluctant to publicly express their 
position out of concern this could possibly be perceived as "supporting" a bill that allows a 
large, disruptive chapter 9 bankruptcy. 


5 . Therearea number of states that either prohibit or do not authorize chapter 9 for tMr 
municipalities. From an investment perspective, why is Puerto Hico any different than these 
states? 


This question assumes that there are common 
characteristic among US states that authorire, prohibit or 
limit chapter 9. However, state approaches to chapter 9 
authorization vary widely. MMA’s analysis of state 
authorization reveals no geographic, regional or political 
relationship or conclusions that may be drawn (map 
right). 
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Taking a step further, MMA reviewed the relationship between state General Obligation ratings 
and bankruptcy authorization to assess whether rating agencies factor this issue into their 
assessments of state creditworthiness. The table below indicates that there Is little perceivable 
relationship. 
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Finally, because ratings do not always reflect the bond market's view on state credit, MMA 
assessed the relationship between credit spreads and bankruptcy authorization. The graph 
below indicates that there too is little relationship between state municipal bonds trading levels 
(spreads which reflect high risk when "wide", and lower risk when "tight"). 
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QUESTIONS SUBMITTED FOR THE RECORD FROM REPRESENTATIVE JOHN CONYERS, 
JR. AND REPRESENTATIVE HENRY C. "HANK" JOHNSON, JR. 


1. Mr. Mayer warns that ’[l]f Congress extends Chapters to Puerto Rico,“the 
Commonwealth's water and sewer agency "will not be able to sell any bonds." What Is your 
response? 


MMA refrains from speculative statements of this nature. Making market predictions, whether 
forecasting interest rates or projecting whether a specific issuer may, or may not, access the 
market at what interest rate, is presumptuous. While enactment of chapter 9 certainly does 
not help the water and sewer agency PRASA, or any Puerto Rico public corporation, to place 
debt in the future it is not clear that this issuer, or any, cannot sell bonds at the right price. 


2. Mr. Mayer says that "PRCPA Itself does not need Chapter 9. It can fix Itself. " What Is your 
response? 

If PREPA could "ft* itself", it probably would have done so by now. The utility is essential to the 
people, businesses and economy of Puerto Rico. High costs have worsened the Island's 
longstanding recession. The potential for an interruption of power supply, sparked by labor 
disruption, fuel supply disruption or other causes, pose significant risks to the island's recovery. 
Most likely PREPA lacks the willingness or incentive to fix itself. 

PREPA's challenges are significant, resulting from decades of mismanagement and political 
interference. PREPA has had years to "fix itself" but the problems have only deepened. 

Ongoing reports by qualified, experienced engineering firms have detailed a set of monumental 
challenges. In written testimony to PR's Energy Affairs and Water Resources Commission 
Senate of Puerto Rico, Chief Restructuring Officer Lisa Donahue provided a list of the challenges 
facing the utility, including: 
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• a board and management structure susceptible to political influence and corruption; 

• a lack of institutionalized processes and procedures; 

• outdated systems and information technology; 

• high employee turnover; 

• unreliable and outdated billing systems causing low collection rates; 

• high levels of power theft; 

• an antiquated and deteriorating generation infrastructure systems causing unusually high 
rate afforded outages; 

• a technically obsolete vehicle fleet; and 

• serious safety issues which have resulted in three fatalities and numerous accidents. 

PRf PA's Chief Restructuring Officer (CRO) has, for nearly one year, been working to develop a 
comprehensive recovery plan to transform PREPA into a modem and self-sustaining utility, and 
reduce the all-in rate charged to consumers over time." MMA supports this process. However, 
is uncertain that ability of an appointed official with limited time and authority can effectively 
broker a viable plan amidst a complex, diverse group of stakeholders including creditors, 
employees, unions, legislators, regulators, consumers and other stakeholders. 

Our concerns have increased in recent weeks based upon our review of news reports and 
discussions with PR officials indicate that stakeholder resistance to the plan could block 
implementation It is our understanding that creditors remain determined to receive high 
recovery levels, assigning much of the burden on rate payers and other stakeholders. 

While MMA does not have access to information regarding the negotiations, advisors to the Ad 
Hoc Group of PREPA Bondholders presented a high level restructuring proposal March 26, 

2015. A subsequent Creditor Proposal Review released on April 23, 2015 from PREPA rejected 
the Ad Hoc Group’s proposal on the grounds that the Proposal underestimated future costs of 
implementation by at least $3.1 B, included inaccurate or aggressive assumptions, incomplete 
data/information, and Inconsistencies with underlying data. PREPA emphasized that the 
Proposal would require the rate charged to PREPA's customers to be raised materially in the 
near term, assuming no change in existing debt service and meeting all costs. PREPA concluded 
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that "a successful restructuring of PREPA must be based on an executable plan that rightly 
balances the contribution of PREPA's stakeholders." 

While we are hopeful, over many years we have witnessed the failure of plans to achieve 
consensus. Our belief Is that any successful PREPA restructuring has to be considered in the 
context of the long term economic and political sustainability. A plan that is diluted for 
expediency will only result in deeper problems. Consequently we see the ability for Puerto Rico 
to use chapter 9 as an Insurance policy or backstop. 


3. What are the ramifications if a receiver is appointed for PREPA ? 

PREPA's bond covenants empower bondholders to seek a court-ordered receivership in the 
event of a utility default. Section 208 of PREPA's charter provides for the appointment of a 
receiver vested with limited powers other than to carry on the purposes that are of public good 
("utilidad publica") and prohibited from encumbering or dispose of property. 

Creditor rights are limited, primarily to bringing suit to compel compliance with the Rate 
Covenant. MMA believes that a weak receiver with vaguely defined powers will be hard- 
pressed to enforce rate increases with PREPA's per kilowatt hour rates over twice the US 
average cut costs. The Jefferson County AL sewer debt crisis provides a recent case study 
regarding the ability to enforce such covenants. 

PREPA's Trust Agreement states: “Remedies are subject to discretion and delay and may not be 
readily available or may be limited. Equitable principles may also delay or otherwise adversely 
affect the enforcement of bondholders' rights." We note that any judicial action regarding the 
appointment of a receiver must be filed in Puerto Rico court applying Puerto Rico law. 

We believe that the receivership procedures laid out In PREPA bond documents are impractical. 
We believe the provisions in the 1974 Trust Agreement provide an inadequate framework 
which fails to address PREPA's highly complex financial restructuring needs among a diverse 
group of stakeholders and turning around and improving PREPA 
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Finally, as stated earlier, we are concerned that the potential of unilateral actions by a receiver 
could disrupt the provision of essential public sen/ices. Any of these actions could place an 
undue burden on Puerto Rican citizens, many of whom are unaware of the complexities of the 
island's tenuous fiscal conditions. 

3. You state that H. ft. 870 "sets no adverse precedent for the broadening of municipal 
bankruptcy provisions that may destabiide issuers' access to capita! via the municipal band 
market. ” Mr. Mayer, on the other hand, appears to have a completely different view of 
what the bill's impact may have on the financial marketplace and Puerto Rico. What is your 
explanation for such very divergent views? 

MMA's research and analysis indicates that municipal bond investors such as mutual funds or 
retired individuals, the island's traditional lender, have significantly reduced ownership of 
Puerto Rico debt and therefore systemic risk to the municipal market has been greatly reduced. 
Fitch Ratings estimates starting in 2Q and 3Q 2013, U.S. mutual fund reduced their PR exposure 
by approximately 65%, on average. Municipal bond funds, once the primary owners of Puerto 
Rico debt, now own less than one third of the island's debt concentrated in largely insured, 
general government issuers. 

The result is that the island's current debt, as well as its future access to capital is now held by, 
and dependent on, alternative investors who demands high costs In return for their investment. 
Fitch estimated that there are now over 60 alternative fund managers holding more than $16 
billion, or 25% of the island's debt. 

The divergent views are perhaps indicative of the differing perspectives and objectives between 
MMA and Mr. Mayer. MMA Is an Independent firm with over 300 clients representing a broad 
spectrum of the market. MMA clients pay annual subscription fees to receive value-added 
strategic research and analysis. MMA does not advocate policy positions, provide expert 
testimony, or represent firms or governments in restructuring proceedings. MMA Is not a 
broker dealer nor does it have any interest or stake in holding bonds. MMA was not paid to 
appear before the House 5ubcommittee 
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Beyond providing our expertise and education to core clients, MMA's mission to maintain the 
efficient operation of the municipal bond market as the primary vehicle for US infrastructure 
finance. 

Like you, we are concerned about endorsing an action that could enable a large municipal 
bankruptcy that would, if taken, impose steep losses on a wide range of Investors. As 
witnessed in Detroit, Michigan and Stockton, California, Chapter 9 has a tendency to negatively 
affect all stakeholders. No government official should it lightly— nor does MMA. While we do 
not advocate bankruptcy for any state, locality or municipal agency, MMA believes this is the 
best option for Puerto Rico and the municipal market. 


4. Some argue that H. R. 870 will further undermine investor confidence in Puerto Rico 's 
ability and willingness to service its debt obligations. What is your response? 

Investor confidence has reached extremely low levels not only because the island has shown 
that it is incapable of solving its financial problems but also because heightened uncertainty 
regarding how bondholders will be treated in the event of a default. 

As of this writing, Puerto Rico's investor confidence has eroded to unseen levels. On April 30. 
the legislature failed to approve a critical tax reform which was central to its proposed $2.9 
billion PRIFA bond deal and fiscal 2016 budget. Consequently, Puerto Rico's 8% coupon GO 
bonds maturing in 2035, rated Caal/CCC+, were trading in the range of 10.81%- 10.42% 
($79.75-S77.13 dollar price) compared to yesterday's levels between 10.37%-10.31% ($80.50- 
$80.13 dollar price). 

The lack of an adequate framework Is one factor among many (e.g. sagging economy, too much 
debt, poor financial practices, lack of leadership and lack of trust/confidence in PRs 
government) that have led to the deteriorating bond prices. 
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It is our belief that H.R. 870 could actually being the process of restoring confidence and 
provide stability. Investors will likely favor the increased certainty that a federally supervised 
chapter 9 process provides. 


5 . Some say that H.R. 870 is a bailout for Puerto Rico and its government-owned 
corporations. What is your response? 

We do not agree. As stated earlier, we believe that H.R. 870 averts the likelihood of a federal 
bailout. 

We do understand the perspective that restructuring is an indirect bailout imposed on 
mainland bondholders if Congressional approves of this bill. However, we believe that losses 
will be shared across stakeholders This court supervised process would put all vested parties 
together on a far more even playing field than currently exists. All creditor classes fully 
participate, with limited political interference If negotiations break down. Chapter 9 still a high 
degree of stakeholder influence on creditor recoveries and a plan that a US federal court judge 
will ultimately determine. 

We do agree that ultimately, chapter 9 alone won't be enough to solve the central 
government's problems The question for Congress is it wants to do it in the format as 
proposed by this bill or in another more comprehensive manner. 


' Municipal Fiscal Crises in the United States: Lessons and Policy Recommendations for Puerto Rico, 
Center for the New Economy. April, 28, 2006 

“ Article IV, section 3, clause 2 of the U,S. Constitution states that "the Congress shall have Power to 
dispose of and make all needful Rules and Regulations respecting the Territory or other Property 
belonging to the United States..." 
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Thomas Moers Mayers Responses to 
Questions for the Record 

Hearing of the House of Representatives’ Committee on the Judiciary’s Subcommittee on 
Regulatory Reform, Commercial and Antitrust Law 
on 

H R. 870: “Puerto Rico Chapter 9 Uniformity Act of 2015” 

1. “Supporters of H.R. 870 have described an insolvency process that relies on 
the bondholder contracts as unpredictable and likely to yield years of 
litigation. How do you respond to that characterization?” 

The characterization is wrong; it does not take account of applicable Puerto Rican law 
and the financial and operating realities of PREPA and the other governmental institutions. 

To the extent this question reflects the concerns that the bondholders’ right to increase 
electricity rates under Section 502 of the Trust Agreement would lead to “years of litigation” by 
customers, there is no basis for such a fear. 

The bondholders cannot impose new electricity rates on ratepayers - they, like PREPA, 
can only ask the Energy Commission to do so under Puerto Rico’s Act 57, enacted in 2014. Act 
57 also created an Independent Consumer Protection Office to “[djefend and advocate for the 
interests of customers in all matters before the Energy Commission . . . with regard to electric 
power rates and charges . . . .” Act 57 § 6.44(c). There is no reason to believe that rates 
proposed by a receiver and approved by the Energy Commission’s board after review and 
intervention by the Independent Consumer Protection Office would be met with “years of 
litigation” by customers. 

This is especially true in the current economic situation, where noteholders have 
proposed restructured rates that are actually lower than the rates paid by Puerto Ricans as 
recently as last August, and much more stable than they have been for the past few years. 

In addition, there is no basis for the concern that appointment of a receiver would prompt 
litigation from other stakeholders such as suppliers, employees or pensioners. These people will 
be paid without litigation: The Trust Agreement itself provides that current expenses - that is, 
payments to suppliers, employees, pensioners - must be paid before bondholders are paid. 

Your question also asks whether a restructuring process that relies on “bondholder 
contracts” is “unpredictable”. The short answer is “no”; such a process is not unpredictable and 
relies on more than “bondholder contracts”. Bondholders have the right to a receiver not just 
under their Trust Agreement but also under section 207 of the Puerto Rico Electric Power 
Authority Act (Act 83 of 1 94 1 § 1 7). That section specifies the powers of a receiver in relevant 
part as follows: 
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(b) The receiver so appointed shall forthwith, directly or by his agents and 
attorneys, enter into and upon and take possession of such undertakings and each 
and every party thereof, and may exclude the Authority, its Board, officers, agents 
and employees and all persons claiming under them, wholly therefrom and shall 
have, hold, use, operate, manage, and control the same and each and every part 
thereof, and in the name of the Authority or otherwise, as the receiver may deem 
best, shall exercise all the rights and powers of the Authority with respect to such 
undertakings as the Authority itself might do. Such receiver shall maintain, 
restore, insure, and keep insured, such undertakings and from time to time shall 
make all such necessary or proper repairs as such receiver may deem expedient, 
shall establish, levy, maintain and collect such rates, fees, rentals, and other 
charges in connection with such undertakings as such receiver may deem 
necessary, proper and reasonable, and shall collect and receive all income and 
revenues and deposit the same in a separate account and apply the income and 
revenues so collected and received in such manner as the court shall direct. 

+ ^ ^ 

(d) Such receiver shall act, in the performance of the powers hereinabove 
conferred upon him, under the direction and supervision of the court and shall at 
all times be subject to the order and decrees of the court and may be removed 
thereby. Nothing herein contained shall limit or restrict the jurisdiction of the 
court to enter such other and further orders and decrees as such court may deem 
necessary or appropriate for the exercise by the receiver of any function 
specifically set forth in §§ 191-217 of this title. 

(e) Notwithstanding anything in this section to the contrary, such receiver shall 
have no power to sell, assign, mortgage, or otherwise dispose of any assets of 
whatever kind or character belonging to the Authority and useful for such 
undertakings, but the powers of any such receiver shall be limited to the operation 
and maintenance of such undertakings, and the collection and application of the 
income and revenues therefrom, and the tribunal shall not have jurisdiction to 
enter any order or decree requiring or permitting said receiver to sell, mortgage or 
otherwise dispose of any such assets. 

This lengthy provision rebuts witness Robert Donahue’s statement that the word 
‘receiver’ is mentioned only twice in the trust indenture “and is not very clear”.' The powers of 
the receiver are carefully set forth and limited, and the receiver is always subject to the control 
and jurisdiction of a court In Puerto Rico. 

I disagree with the suggestion that a receivership involves more litigation than a Chapter 
9 bankruptcy. The City of Vallejo spent 41 months in bankruptcy court. The City of Stockton 
and Jefferson County each spent over two years in bankruptcy court, and their plans are still 
being appealed. The City of San Bernardino filed for Chapter 9 in July 2012 and has yet to 
emerge. Detroit took a relatively short 17 months - but only because Governor Snyder had 


^ Febniar>' 26, 2015 Hearing Transcript at p. 60. 
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appointed an emergency manager whose tenure, by statute, was limited to 1 8 months, a factor 
not present in Puerto Rico.^ 

Finally, your question refers to an “insolvency process”. The phrase should not have any 
application to PREPA - under Puerto Rican law PREPA is not, nor can it be, insolvent. Section 
2.8 of Act 57 requires the Puerto Rican Energy Commission to set rates that are sufficient to 
cover the costs of PREPA’ s operations, costs that are spelled out in detail and include “the 
payment of principal and interest of the bonds and other financial obligations of the Authority 
[PREPA]”. There are no commercial impediments to PREPA in charging rates that are adequate 
to satisfy its financial obligations. There is no economic impediment today in that PREPA’ s 
current rates are approximately 21 cents per kilowatt-hour, down over 30% from a 3 1 cents per- 
kilowatt-hour high in 2013. As I indicated in my testimony, PREPA is therefore in the enviable 
position of being able to solve its own financial problems; any “insolvency” is created by 
PREPA’s own reluctance to do so. 

2. “As a bankruptcy practitioner, on balance, which do you believe is more 
predictable: a restructuring under bondholder contracts or a chanter 9 
bankruptcy process?” 

As a bankruptcy practitioner who has represented major bondholder groups in two 
Chapter 9 cases - Jefferson County, Alabama and City of Detroit, Michigan - I believe a 
restructuring under bondholder contracts and applicable state law is more predictable than a 
Chapter 9 bankruptcy process because a Chapter 9 process is not predictable at all. In the words 
of witness Professor John Pottow, Chapter 9 is “an unknown, uncharted and unpredictable 
process”. See Exhibit A (which includes similar statements by, among others, the Federal 
Reserve Bank of Chicago, Letter, Detroil ’s Hunkniptcy: The Uitcharled Waters of Chapter 9 
(Oct. 4, 2013)). 

Restructuring under bond documents and applicable state law offers bondholders greater 
certainty because Article I §10 of the United States Constitution, which bars a state from 
impairing contracts, essentially compels distressed municipalities to fix their operational 
problems before they cut their bonds. 

Receiverships, emergency managers and financial control boards focus on fixing the 
operations and current expenses of the municipality - they tend to effectuate more lasting 
structural and operational fixes to their financial problems. The District of Columbia is a good 
example. When the District had a financial crisis. Congress considered and rejected Chapter 9 as 
a solution and instead installed an essentially independent Chief Financial Officer who balanced 
the district budget and was instrumental to its financial recovery. More recently, in the wake of 


■ Dclioil filed ils plan and coimricnccd Ihc confinnalion licaring before llic cmcrgcne> manager’s tenure ended in 
September 2014. Judge Rliodes strongly encouraged the City' of Detroit to keep the emergency manager and liis 
team involved in the case until the confimiation order was entered in December 2014, 
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Harrisburg’s Chapter 9 petition being rejected, the City installed a receiver to cut costs, monetize 
assets, and achieve structural reforms that have bolstered the City’s finances and put the City on 
a path to full financial recovery. 

Therefore outside of Chapter 9, the municipality will fix - under the Constitution, must 
fix - its operational problems rather than cut payments to bondholders. Inside Chapter 9, the 
reverse is true - the focus of Chapter 9 is on debt adjustment.^ Under Chapter 9, the municipal 
government retains control - which enables the political factions who created the insolvency to 
retain their influence and prevents structural reform, and results only in the discharge of debt and 
not the structural reforms necessary for the long-term revival of the municipality. For example, 
in the Chapter 9 cases of Vallejo and Stockton, those municipalities cut their bonds - indeed, cut 
everything - rather than reduce the structural costs that were a principal cause of their financial 
collapse. The result: a few short years after Vallejo emerged from bankruptcy, it is back in 
financial crisis. See Exhibit B . 

PREPA’ s own situation shows that a non-political receiver would be far superior to the 
maintenance of PREPA’s current politicized management in Chapter 9. As PREPA’s chief 
restructuring officer, Lisa Donahue, recently testified: 

For many years, PREPA has been run by successive Boards of Directors and 
senior management teams that haw been subject to changing direction and 
policies of different administrations. Management and other strategic decisions, 
including staffing and capital investment, too often have been based on political 
consideration rather than best practices or sound business judgment .... 

Once a crown jewel of the island, PREPA’s situation has deteriorated over the 
years to become one of the island’s most challenged public corporations. These 
challenges include a lack of institutionalized processes and procedures, outdated 
systems and information technology[], and frecptenl changes of employee 
positions and re.sponsihiUties with each electoral cycle. Staffing decision are 
made often without regard for prior experience or expertise given the nattire of 
PREPA '.S' role in the political proce.ss. This pattern has made it difficidl for 
PREPA to tackle critical multi-year projects such as environmental compliance 
and capital inve.stment. In the pa.sr, .scarce capital has been spent on multi-year 
expensive projects that later administrations have determined not to pursue ....'' 

(Emphasis added). 

^ See Report of the House Committee on Government Reform and Oversight to .Accompany HR. 1345, District of 
Cohtmhia Financial Responsihility and Management Assistance .Act. H.R. Rep. No. 104-96, al 16-17 (1995) 
(declining lo aulliorizc Cliapler 9 for llie Dislricl of Columbia because rclicf under Cliaptcr 9 is Imiiled lo debt 
adjustment, and instead imposing an emergenc>' financial control board). The same report reconmiended against a 
federal receivership on the ground tliat it would inc'ade tire District’s sovereignty - a concern not raised witli 
PREPA, given the oversight of Ihc Energy Coimnission. Id. al 17-18. 

’ Prepared Slatement of Lisa Donahue in coimcclion with her leslimony before Ihe Energy Affairs and Water 
Resources Commission on April 14. 2015 at 3-4, available at http;//www.aeepr.coin/Docs/Lisa%20Donahiie%20 
PR%20Senate%20Statement%204-14-15.pdf. 
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The PREPA board’s composition makes it subject to political pressure. Prior to the 
enactment of a new law in 2014, six of the nine members of the PREPA board were appointed by 
the Governor (with the advice and consent of the Senate), and the seventh member was the 
Secretary of Transportation and Public Works - also a Governor appointee. Under current law, 
the nine-member PREPA board includes four members appointed by the Governor with the 
advice and consent of the Senate and, as ex qficio members, the Secretaries of Transportation and 
Public Works and of the Department of Economic Development and Commerce, both appointed 
by the Governor,’ The political manipulation of the Board described by Ms. Donahue has, in 
fact, worsened during the past two years. Less than 30 days after the current Commonwealth 
administration came into power, it submitted House Bill 715, which subsequently became Law 
29 of 2013, which essentially ousted the PREPA board members before their fixed terms were 
over. This unprecedented law has removed virtually all political and operational autonomy that 
PREPA may have ever had. 

Therefore, Ms. Donahue’s own efforts to fix these problems are, by definition, subject to 
the political winds of the next election. 

A receiver can implement operational fixes without regard to the political winds, subject 
to court review in a public process where all stakeholders can seek relief By contrast. Chapter 9 
bankruptcy would ensure the continuation of political influence over PREPA, because Section 
904 of the Bankruptcy Code prohibits the bankruptcy court from ordering PREPA (or any other 
municipality) to do anything. As Professor John Pottow effectively admitted at the February 26 
hearing, the only remedy bondholders have in a Chapter 9 case is to persuade the bankruptcy 
court to dismiss the Chapter 9 petition.* 

Detroit’s plan and confirmation decision show how little “certainty” is offered by Chapter 
9. Dissentors argued that the plan contained “unfair discrimination” against classes of creditors 
under the Bankruptcy Code, because certain unsecured creditors would receive a recovery of as 
little as 13%, while other unsecured creditors received more than 59-60%.^ Judge Rhodes (in a 
decision without precedent) held that “unfair discrimination” depended on the “conscience of the 
court” as infontied by his own “personal experience.”* Detroit thus shows that an unsecured 
creditor’s recovery in Chapter 9 can depend on the personal whim of the presiding bankruptcy 
judge, without anchor to any rule of law. 

Finally, I do not agree that receivership is a novel or untested proceeding. At least 20 
municipalities (or political subdivisions, like school districts) have gone through receiverships or 
“emergency manager” proceedings (the Michigan statute specifically states that the emergency 


’See 22L.P.R. § 1 94. as aincnded bv Act 57 of 2014. 

’ February' 26, 2015 Hearing Transcript at p. 45. 

’ In re dm of Detroit, 524 B.R. 147. 25.3-.54 (Bankr. E.D. Mich. 2014). 
* In re dty of Detroit, 524 B.R. 147, 253-56 (Bankr. E.D. Mich. 2014). 
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manager has “broad powers in receivership”);® at least 20 more have had financial advisory 
boards managing their finances. Jefferson County, Alabama’s sewer system is most comparable 
to PREPA. Like PREP A, Jefferson County’s sewer system was badly run, had issued billions of 
dollars in bonds, and had not raised rates for years. When the bonds defaulted, bondholders 
obtained a receiver who was granted plenary powers to run the sewer system. In less than a year, 
the receiver developed a plan involving operational and capital improvements, rate increases and 
debt adjustments. The County filed for Chapter 9 after a settlement fell through that would have 
allowed the receiver to fix the sewer system’s problems and raise rates.'” In the end. Chapter 9 
merely added two years of litigation before the bankruptcy court approved a plan substantially 
similar to the receiver’ s plan - the validity of the rates is still being challenged on appeal." 

What PREPA needs is to improve efficiency and cut unnecessary operational costs, 
which are excessive compare to comparable utilities. 

To summarize, restructuring under bondholder documents and applicable state law (such 
as the PREPA receivership statute) offers bondholders the certainty that the municipality will cut 
their payments only to the least extent necessary. Restructuring under Chapter 9 offers the 
certainty that the municipality will cut bondholder payments to the greatest extent possible. 

1 therefore conclude, as a bankruptcy practitioner, that restructuring under bond 
documents and applicable state law offers bondholders substantially greater certainty than a 
restructuring under Chapter 9. 


“Mich. Comp. Laws § 141.1549 (2012). 

See In re Jefferson Coimly. 474 B.R. 228, 244 (Bailkr. N.D. At. 2012). 

" The receiver’s plan would have provided $2.05 billion to redeem $3,136 billion of sewer warrants - a 65.4% 
recovei>^ for sew er w arraiitholders - and proposed sewrer rate increases of 8.2% for each of the first tliree years and 
projcclcd fulnrc increases Ihcrcaricr of no more Ilian 3.25%. Jefferson Couiily's confiniicd plan of adjuslniciU 
provided 65% recoveries for sewer warranlholdcrs wlro did not make a coimniilalion clcclion (80% for Ihosc who 
did) imd required sewer rate mcreases of 7.89% for the first four years and 3.49% for tire remaining life of the sewer 
warrants. 


6 



149 


EXHIBIT A 
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Detroit’s bankruptcy: The uncharted waters of Chapter 9 
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On July 18. 2013. Oeirotl became the largest municipality lo seek protection under 
Chapter 9 of the U.S. Bankruptcy Code. This article describes several ways In which 
Detroit's bankruptcy filing has the potential to alter some of the key assumptions of 
municipal bond (muni) tmance. and examines the market reaction to date 
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■Mr FM irAMiirtufing iKiifinul, pri-* 
iriUnt luimliUNS iw Juiir M. jlMX.* 
<Miliiiiigli ilw FM |irii)tuui U in ini w<tv 
liilKllng ililil niJl rml U(» liriiig ipiilr 
iliiri'ii-ni iriini Uir tliuJ pWi for 4iljii!ii> 
liiciil Ilf Orlxs. it pt<w1ilr» 4 Insu ItN ilir 
rxpriin] ucwiinrti) ulVjruHu rvpt-siuf 
iklii .Vinuli. till- piopiul cTrAird <oii- 
uiler4litr nMiitu\r(in..«i]«;r it igiiiiinJ 
Mvrral commiiunal appmirlir* li> 
prUiriluiiig 4iul V4iiiiiig lijfiiliUra nf a 
iMiiknipi mmikipaiiti, 

Unique aspecta ol ihe EM proposal 
III innlrrsinnil Mk* inwirtliiwkra naiurr 
irf iJir F.M |4ai. mr nwli ii>i|«nm|»inr 


llriiitnibiilNhMrainHt 
•ptiihi v 4 lrguilcs. 

(Viru|t*!i UfgrM 44 tigk’ 
l■l)li|;4U«ln n lilr 4;»> 

{u iHuuuirK $r» luliiitii 

pfwaii'l «i)il«rWVI 

IhWIiU lll4l lUV Idm |j?ll 

liy ilir S]irrific ptnigr 
of rr\»*MU(9> liiini thr 
atvV uiilhv systmi. 
Itrimit alio tun alwiii 
$1 IwUHni ui ukitsund* 
uig grarral iifibgauiHi 
((^CtlcIHH (JO<kbt 
ki nrpw'4lK' fwiil mil ul 
thr ovrralhdX icm^ 

nun 4 iid ilim iicii 
hsir ailniirairil rc- 
fMiinmi MMitr. Iluw^ 
rtrr. I Viii <ti'i f k > itrts 
I <iwin tn 4 inMiitin iif 
clillniiii IfjMirtSisnr 
(iOilrbi, kihiWn 41 
iinIhtiKnl (kxgmrtal 
nhligpAllnn fl'It’iOl 
iHWnb, «r 4 > uujnl witli 
rXfilicit iirtrr apprulal iImi CuUUliUs ilir 
cuvnilnv uiiluHilnt uxiafis irfMiiiiciiL 
Oihn tiOikfii.kiuiwn 4 >limlr«' 4 l lax 
griirnliililigaiioii (LTik)) IhniiIs, W 4 * 
unircl dtircih' bi ihr city awl can only 
tir paiil fiiMii gcnnal riuich. Mufnnvr. 
iHxnr Ilf ilir ( ffiO 4 ii<l ilt'IICt Intinb 
Ii 4 wr irparair itrrams tif l onimiiinl 
Tornim rutniiig fluiti (hr *uir ainl 
4 fr, llinrliirc'. irJrtinl loos ‘ilmiiilr* 
barrrIrO* liuiiilA llirv ilbnntiiuiik 
Ingiillglil III* Urt OtAi iTunso t K) Ininih 
r 4 it cnpiy dilirrrtil (ttnn* ol Irgal pitv 
In dim amt i 4 ii muni un ififi'nriil 
vnutnufmmimft* ihrii Kfovtnrnt 
In iMMiiiim lo hundni driu, IWrtniir* 
luliiliuc* cixaprinr iHtiMandiiig )>nik»>in 
' 4 inl o(bn p<»«tnpliikmeni Itrnrfii 
(Ot'FlBi ntjUgauoiu, m.iinh’fu 4 nircllral 
HWiiuncr {inrragr, lulmlii i iHinll iwiil 
iriUrd ciw wurkrtv. fiufkr. aiKl flrci- 
ligliirts l>ir prticiiin anil Ol’FH nbti* 
gaiimw iM^r luvn vdunt ht 'Jw FM |iliui 
4 l $ 5.3 Uilkni ami $ 3,7 (lllInMi, rcqici-- 
tivrh- nirirmaminxititntmtirimol 

DrUiHl'AlUbiUlinafr IWiiartRiifllilAiK'M} 
iirrtmlirscIfiBrh' rrUinl m ns ps*nisitn 
■ibligatnw f pension oltligailini I'miTw 

i;.UrS iPOta) lUul llH* 4 SMKIUUtl «W- 4 |I 

fiilltiaciR lti4i runictl iiWijIiirmiinrsi 


(tayitutiK nil pOta iniu lixrtFtair itbli* 
gainnn. Ilir IfliA ainl ama'IalMl fwa^n 
haw Iwni valiird in ihr FM p|,|ii m 
$1 Jt InDiisi Mul suit litllioii. unfuritwlv 

Ou|Mi-r Olt(inkjii|M<> graimwiina xuiia 

In ilrliU senirni liy llir plnlgr nl spr> 
cifk icvrmm |r,g.. ilir wairi sncl srwri 
!W«U ill Inmihsrt iirnl tn iililio liiil p4y> 
lnrlm^ .Ml mhn ilrlMAarr iir,Mrd as 
r«)U4ilv tnurciiinl tnuln llic l4M. .\s ws. 
m<H <{rhi t» irptml Ih^t. all oilin ilrlws 
»4n Iw tr|Mid niitv fiiiiii the mi'inm 
ilui 4ir Irfi iivo I’m ifillrtrinly. rwfy 
iliillat of lirhi i)i4l » irganliHl 44 Imiug 
srrurni diniiiiuhrs (hr piml nl inuim' 
alMlalilr fn* li'|MVlng UiiMViifnl vUllDS. 
riirtiirfiialh', ilussuggrcu iliji all uik 
uTiUirU drlM is im|i4ii<>it (i.r.. irpaiii 
IrM (]i4ii fulhl in lianknipio nierx- 
Ml degirr of Uiipaii mmi of rarli h]M' 
Ilf iinsri lurtl itrln is dnctmiiutl dur- 
ing (lie iMiikiiipUY jHotrss. 

In piariur. Iinwrvrt, iiiuMl('i|Mlni4o 
st'rknig ( Juplrr d pimrriiuii iiMV |ni^ 
MiHulv (ir.urd I if) ilrhi m srniin In 
iithcf luuniHKlikuiiuwidi 4S|imuuns 
in ihm drln 4iljitt*im‘ni pijnv Itiis 
iiifini tiui <rO Iiuu4lli(>l(k-r»wrrr iiph 
dOv tcfoiil in lull, rwn 4i.viuir pi^iskm 
MKl f )l*f J! nhligaiiiNw wrfr liinunBlird. 
In Licl. Iinwi'm 1U70 anil IfiM I (whrn 
Jrnrrsun fknmiy, ,M4b4iU4. iilrti for 
tianknifan), iMi f bond in llir MiHxh''s 
rtrdii rating iiiiiwrw w.i* iiiip,nii'CH| hi s 
I Jtapirr V i>4idinij>li7 

Yn, llir EM p(ofHM4lt'4ikri forsUH'p 
Liiu III fuiniriiu in niiMi iHiiidlinlilna, 
41 writ 44 lo [K-iisiniis ildng rrrrivril b)' 
rnlrert, (imuoii anrl OPF.H nUli};jlUtiu 
uwni inciiricnl eiiiplovcrs. and PfHk 
hrliMn |K-iMnn i3rdhots>Onh llir wain 
4Hd srwrr «is(nii imnds ami dnuMr- 
lianrlnj I'TtlOand LTfX> iMinds wrrr 
icgaidrtlaiiH'ciMrd andihiH wli|r<i in 

rriMimnil hi lull On .iwr.igr, ihr iin- 
sniirrd • i«<iiiiias wnr nflrinl 4 >xmii im 
rroM •«! rarh ilnllaj in rlaiiin dm hrfit 

'I 1 ir FLM's |Ko(>cur4l jilai'emrni orsnnu- 
<«n Imiils on thr sauir fncNiiig .oiriur- 
inani ami miploinirni ubt^aiioiu siit- 
pnsnl markri parliijpants. Il Uiggrrnl 
rxivimY mmiiirtitaiY on ihr nrrd for 
tiiiminn In i rlliink ihnr aiotiiiifHNMis 
(bniH rtvnwfyv4liirmf<X><MM in Uuik* 
niptn. .MiliiiMgli l)riiniikt nmlrtiMihiH 
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laooanl 



— UM.nM 



<il rriHicaim 

(* Minqitr. ;< «ul«i4iiti4j niiiii- 
im fH K^rjlginviiiiitnibt iMti«Htiindcf«T 
JJiti OPER<di|i|;4itu«u. Fni 
llit-sr tttnTrumriiik 4lHt t)irtr iittluuik. 
llt’iiiiH'scur is AjiuinKijil brlKktnlirf . 

Aitotiin «iirp(iiki«iX<u|im til llir PM 
liptjtnaj MV It* kuliirr KMlIlInrniMtr 
lirlMrni tirlil ImiIuhI Ia IIii liiiliiiHird 
UK •nut tIHv Uckuiftsui It s 
ITfiOtti'bl IS ll|Ni.iilV K'pAiil bum 3 
*|M*rx*| |Miitir|ivtr*vi|ui luk twi luait aiwl, 
« su«1i. iHin ui 1 riAmi im ikii sir mlirrh’ 
a^Kn-arlfiMii tluarmrti uitiiwi imN^aP 

IUkI n|iri JticHU* '1 Ills fi.iMiir iif I *1 ( ■<> 
ilriM niaKrs it i|{iiu «iuiiIji m ulllrf sr> 
rittrd (Irhi, coiiUsn Id llir F.M's SLIK^ 
im-iiis iiu(ilvui$ llul Hiiiir til Itii' ( X> 
IkhhIs |]4ir Irgjliwviihiv. 'lliis bsiir mIU 
III' uliimiitctv srnlrd In ilir iiiun. anti ii 
iihkIii u1(I<s'rschln|t<»ns<K|u«ti«3 
br llir phrint;crf'MarMp|KinTt1(X.')tlt*bi. 

Inqslicattora (or minicipnl bond* 

III ihr |HrcnljuK*rt non. wr umrlml on 
llir [Miiriiltal iiiJitM-i raiuiJiraiin«isi4 


Irgal rultiijpi Midi tr> 
sped to the UrMinnit 
cif priinnn and OPUl 
oliligaiidw, » wril M 
tiOdrlil haclinl In 
unbiuitrd ux ithtliin 
Fbr *t.MwtinR rd fM-o- 
m«i nlilicaiKim icLiiiir 
in mhri nninKtpal 
iMlfllttirs is partiru* 
iaih mi)niria4il lt« 

Ninillinltb-rsand ■hr’ 

iMiiMld )iiiMi< Kiv<*n 
iIM’ iniilMItuIr nT nr||. 
|Hilitki/iHt (iiiwllng 
stMiillulb ill Mgiral 
liiiuitin dl'.Uiirilcau 
rtlin. Kim rxam|ilr. 
4aia botn Kmnit 
iVw <3iiuiU)ltli' ln««u 
study u( Ur^ attc* 
inriicair ihai ilirr 
iuvr (luiilrd otliy 
573%u>dirlMt.Vliii- 
lino of triurturiil 
brurdis pinmiMO lu 
dirir nii|d»')r«».* 
Ilirrr is a iitiiilkt 
bt'twraisuir ami 
IrcfriaJ Ians as to 
nlirthri ix-iuuoii nblij^tiuiu can lir 
impabni by a fnlml bankiiiiKcv nnin 
Midit^i's stair rtnuliiutiiiii |>ri>liilriu 
irdinHiicntifpfitiubrd pnonici brnrliH, 
Itut llritiHt'* P.M Att(iirs that Mi< liiKan 
faVt alltm* Ini (xmsinn t mIs in Intcral 
bsiiluiiptrv rouii IViishio funds liavr 
I Irallt'iiKnl llir PM'i iiMrrprrialKiii iNI 
dir 9«Hiisb lli.tt n MoUtrsIwKh ilw kinh 
Animilnimi lo lUr 1'3- (axisliluiMNi 
and Main I «w. Tndjir Uirtratin juris- 
firiMlriKr .uldirHkitijt ihr i|nrstidTt wl 
iidirilirt a in(iiiHt]ia)iiv tan ilinimwli 
(iritsiiHi nifli^liiiiisprmrtlrtl bi' astalr 
i-tmsiiiuiiiHl- (f (hr nitiil JKtms nilti 
|>ciist«Hi crrdilofs llul suit {nutcYliinis 
III Jit su]Mrmr. iliisciHikiiluitKi' niiirkrt 
c-xprcMtHHO with irspni ui ihr trlainr 
staiiitiigt Ilf mufiiripal drlM mird In 
ones Idcaini m statrs niili such pi'OH'r- 
nuns (r.^'. Qitiaxii, la* .\nKrlrs. •uiii 
New York Un 7 . Kurtbrniiwr, anv pret- 
rrtmt that makr* prnsinn dUiKaliuns 
seiibM l•lnllmi^p:|l luMiibitiii hrivul 
Irnili Aiiiniiimrin jptnitNts rmilit 

hide It niaicrul I'flrn ui iIh* pmbig <>1 


uiiuunpal ilrlH Tik auv dtv witli tai>>r 
iiudrt lujKlrtl pnuiou obbjtauoits. 

How have the markets reacted thus tar? 
Apail frien .VbiJiiKaii imiuirt)Nlilii», ilir 
markri rcaciidit to ibr tViiui bank* 
nipicy lihiij; ba* Ivni iirt’lixd'tr. In liic 
week (utlowiiig ihe lIMYJtmr I (. ’.DH. 
pinpt.i*al In wilmnlinalr (.'dl iHinil*, 
die ihllnrnte ispieaili lieiwren die 
Vielit oil die o-iliMlwndr SiaiMlaitl tc 
PtMir's {R&I'J Miminpal HttivKaiirisI 
(>bll};.ilUm liiilrx (.SeVPKiOj ami ihr 
viebi on irn-yr-H I '-S. fii'-viuiv iwiruls 
• irilnir>lk bAs» {WHills inftiiio 1>. The 
SAPIfift-aeirnriu I’X Treasuiv 
VirkI spirMi tUtl Liinrasr liy d lues (toints 
die lUt aJiei IKnioiili (Jupier dfiltnK 
«>n |ulv IH Inn qnkkty rciiinirti to lu 
|it«*-l>4iikjupi«>' ti'vH. In ctmuasi, die 
spread Irrlwrrii ibryieldtNi llir SAP 
MimiL-ipal Htind Michigan (•crinaJ 
OliUgaiHM) IntlrK <S.VI'IMI(1> and Ihe 
vurid on SiM’lt d.) iiii rrawHl 1 4 lusis 
IMSUls rnlltiwiiig die 131 I1ie 

tfirrad riilllirr jiim|tcil In 3*1 Imscs (huiiIS 
on die (lav alter llnroii's luMkriipin 

llltn}t ajK) has leiiuined rlnaletl sliire, 
siiggeMtiiK that dll' filing has li:u) m 
M aiintal iinpan on InirioWtiig iiMO <rf 
MU'lligon iitiiinci|MO iaoins 


UwtlMt UMWltitllllWaK 

Amm.* t«o rWMwe aaS btoaM 
^vmnKoiv IVtw I irr rVwtSwiI atirf fii— m» 
riM) Wmw tVi rWiSnt fumo^ 

•MiatpKHp IWntrl Autwimit. t*(w^ija n 
• n w ww w hwm U. M fHlin 

tW< IWiUn aanaMwat* ft/nt mmtmk, Rh iuiil 
itis tt>s t r»' »<* fWnWu 

tVrlMiiS mf /! — » tfv Witlow A Irw* 
IV*/W»ateu m wiiWjw n ii n M. W&'—w x Wttie 
I Mrti n a K>«lw «*1 1 bn V Osn. £4i*m . 
RttitMobnMtHJnlwnifcrT nadwiiMi Mamt 
S»S 4 A M«n|tn. Mtfcnal .tMoMM 
I SSH^ M l.ilUM |Hihll(hrd In the Ei ■SMmtk 
IbnnHdi lictMtitnow M itir ertlin>tl Ibwisr lUnt 
nlitik air>< Hit- f*rM*rs|itrw>i srrlhr •nilHn*' 

amltkokililnrwniin Kilo t itfcOiXMol ihi 
i'Mlr<*i Kvwisr iLMA«lt3iBa|pi i« ilv Krtiritil 

S ads tnbral ItMOr Unit. 4 1 IwaKii 
tSfifi IW I Mfr aoti l>« iiwr I* te|<*MliM mI m 
vtkib ^tnnaMlilH anil In JA' ivn 

t*pnttlH4»il HI ilMHilniHtlftn itmtiHniMl nitWi 
4Hil |s**«iHd ilw •mti* w ktum y iMi r li oMtHetl 
Pr»» trintmi tn-twiwiiM niMM W ■•InatHnl hir 

Snymles irfniNlutHMi. Jiuiiliiiiatii. 

U«i IM wnbU 

Ibbn sts-m-WVio, 

••uSIMritItnihrmintrtkiMit 
/(nM«ml»<lir« tlailt|HiMH«lk>iM<»(raWiiblib 
M WWIIK Ml aStUrdjw^ 

KSNuM^dfrl 
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ill!’ ttt.Hkn Mk)og»ti 

intmkJ|Ml <li«*tr wm liuk iin* 

itiMiuir (triic i iii 
witit (mi;** MMMimlnl iHWMHt 

in gihi-f s<4U«. Figitur I •('•'Pl** 
lUi'wkl >|tir4<l lirnkwti S&Piuuiiiii* 
p4l C;.ilirolliU 

(S.M'U LMi). IlliHMU (SKPIIU;), «>ul 
Miihig^n 411(1 itif iMCitNiviKk-SU'K^). 
Illiiiiiu Hi*Im 'mun«. ui |wiiu iiLir. ti4vv 
r^crd rcfcni ciciluiUMiiji^Mtcii larcAiw 
nT luifuiicii’d fK'nsuHi nlitijtJtiiint and 
lci|^Uuvrctalctii.Ur in addrtwnj; iliis 
miir.Mi (lir .S ^-SAFH ^ >irl(l 
«fnr;Ml iiirrraMHl-nrHKcalih' nt 
I>h 1 iltr muni nisului *iiut ilrmoiiilin^ 
4 l4i|;cr ink |H4 iuiiiin for miithi Miili 
l<u)(r priutiMi uwl OPFH lubiliin’^iii 
tlir wakr gl' tViioil'* iMiibnipia 
fo 4iim4*t diu wr nrlri U't] UI* 

UiiidsuMicd by cilidhi IVwtHiahubk' 
IniKUi 4i)il fiMinl thcv I•n4lds 

Uiin lour MiiuUluTiitxMi [mnlijlicfi Unn] 
Dll iMurm' pT I'jfiUa prruuiii ainl 


' f>rt (kuUi, iM Amiiimtn anti .\iitu 
I*miImhi, idi |,'Tt‘in|ir«ru(iu* nitiMitlfMl 
rkhi iiurim: (Kvnturon »r ndi rmUtvr,*' 
(JtfUitft'fdtMtr, Kr(l4'r«l Rru-nr Bank >4 
OtlniRij. S>j. XUl.Unulwt 
* .SntHin IUK> ) ufdm I '.S. Iktiaknifiin (oiilr 
«m |••nh iIm* <'tj|{ihllin rvriwitna^nif lot 
( ^MprCU. 

' r>iriin» hMkmiPubhf Alt IVaj ww| 4 «m'(I 
■dirr MirlUR^n sirfrn llorf ilw 


Mtknh«r the anun 
trof liKotifl til 4 i Jiu|wn tWltictliU* •uir. 
tlir vk-id •fiM'odf briwvrti llicsr liixul 
IHHlhiUiM oiri^faiihnl in lijpiir *i- nic 
Iwsrliiir «rK« Utrinl tlllMitJ drpHU 
<ljrdiJ)n«*iHr tu^iHib im IhmiiIe twtrti 
IM' cibd vnili lMf;h obbgalKin* Ini olfHl 

III (luprr UiUinHiid Innnb nnrd 
bi I'llid wiih low obltg4(iot» IncMied m 
(JupciOkUtrs. l1irlhMilwiiliipir.«l 

t» irnurluliK' lublr ox'HukI iIm* d iic< <>i 
the pnpMl (Jiinr l-lj aiui liriroU « 
boiilaijpcy iitinK M.ukn piir- 

iHipuin j|iprjt tu injiiirr nit aiine 
iimiptmtinn m Itnid tnHuU imuihI (tv 
1 iltd wiiii iiiihj’atiimi (Imi 4i«* I 

in(]l«|Hrr *> In lari, ilic vtWd iiircail 
livm'rru IhhiiUCi'iiHI IllttlMilill^lhNi 
iMiim liwainl ui <:jMt»irf Onam ill'b 
4iid llnar liiini xmiibr mim knavd lu 
iiiMi44upiri Usttim (Iliit/J; dnluml 
JltlwiAitnalrb' Im-iu |Mmiu III Ibi 
iiitiMlIi 4ll« Ikriiinrtliiuikiuiiin nilii){' 
<hn llicMllir (KliiMl. ihrviddfpvatl 
iiriwrcii ItuiMb ununi In IiikIi* oiuJ 


pniriu* (rrtliin nt llv Ion ifMliUr Arl It 
III 4 Niivi’tnlM-t JOtit irffinulMHi Kmiini 
ihr FAI low* arc uibjKt m mvrul Un«iii* 
rliailftgtiaK ilmi oiiMifniiJtHfiilin. 

Tbr t3l (4(11 U iWWiliiitr «• «iWW.Ilivfi4V>H' 
4Mn«, rr«rt> lull 'rAltUMIMitPOK 
IticuUkU MMrmrHl tur I 'RAt lntfiib 

««rr “toi M I unliMw* mtiti StiWr Lm.iIu- tin 
b'jilMydiMliitIm inrtivlWvi tumwiilMM 
iripnl •iinNS ronMlltilvuMi. MuHiiwiy uf 


liiWMililix.iltini iiliv« lot-ainl hi iiiti»> 
( 3 iri|Mri ywaidillnti'Mjiiiitj itKiroMtl 
1 im f•vuim« r iii)o;dM llir .ilnnitrol 
inVM^irnuiii ilbcnimiMiHitt 4K4ir»> 
tuiimi liKAinl Id <-])4{>ln' *• d.ii«w ui 
miiriMiiib ln)(|i {Md i-ii|iiu» jinisiim ihmI 
DPKB iiUiJtaltnUii (ti||«iWilii{ l)«'1iuil‘i| 
lKuikni|im rilni^. 

Conelu«len 

.^9 nl tlin ptini. I)(*truiir)i It4iikru|>((> 
lihat; hat lud Unit- uiipait on ib<* nni nl 
ili(iiiki)ia] (liiananK iMimk* oi .Vftit>l)(4i) 
StmoihrlrB, Dcimii's uw lu« ilic p> 
iiiiiial KtKi a imQibi‘i |iini‘dr«i* 
mUt lar-rrjrluiiK ■ iinwiiiirnt v». tm li 

»ihc iHMiniVMi nf itnition and f >IT.IJ 
iililixali<tiui>i»^MK Umwlnl drill, llir 
tkiprr ti| inniraiiHi nlVuiilrd Iw mhu* 

I miutiuiwnu. and llir aaliii- nl llii- iin* 
liifiimi tax a|>|>rmril Iw ilir 

vh'^Uiralr. Itir iiwolniiiin ii< llinr muiiw 
N l uHiM Will ilianKc iIk«Ii iiw >it mmiMi- 
pal liiiainial iiurkrixfiu Ncais inmnn-. 


Ounmaft lairliiMunoni lur |M»niciii nf 
«Kh nbl 4 it 4 lic>in,* ipiwlnt qm p l!l nl 

www.H-ribdtiua/tkv/ 
Hani4Mi-Mupkl|Ml-ltr»niin h-ticiig|i 

ChafiirMl^rgift). 

* Awllinnt' r.ilriil(iMuiMlHunlun<LilallMiii 
fWChailublr Inm*. Itflia, *.\wl>lrMli«K 
S4|> ill ntiev ShiNtfrtlU in fuiHlIiiK lor |m>(i 
• inm and irilirr htulili lans* rrpin. 
U'.idiiiiinnu M.. laMiiitn. <*9ditlili I. p X 
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Cop> iighi 2(>12 Detroit Free Press 
All Rigliis Rc&encd 
Detroit Free Press {Mictu^n) 

December 9, 2012 Suiid)) 


SECTION: FRONT PAGE 
LENGTH: 2«48 words 

HEADLINE: Dciroil bankniplC) would be long. p:unful 

BYLINE: B>.Mdn Helms 

BODY: 

Free Press Staff Wnlcr 

I>clToit's sccniingly intractable nnuiicial crisis is bringing to (lie fore talk about Detroit becoming America's largest 
city to go bankrupt 

Bui Detroit ntiug for Cliapicr 9 miiiiicipat bankroptc> protection w ould be a drastic lust option, oik lluii w ould 
ignite a cosiK bsiiiic with lawyers representing creditors. cii> worker unions and retirees ilui could Iasi for years, 
bankmplo c\pcrl.s sa> 

Dciroil could end up w ith legal bills in IIk hundreds of millions of dollars and far more cuts in its already -meager 
public scr>’ices. meaning poieniialI> few er cops and tlrcfiglucrs and more cii> depujiments pri\ aii/ed or cliiiuii'ucd 
oulnght. Workers could be lemiinatcd. and tliose w ho s(a> would face deep pa> and bendlls cuis A fcdcml bankrupio' 
judge could allow ihc city — or (he slate, ihrotigh an cnKrgenc> financial nmnager— lo rewrite labor coniracis or loss 
IlKiit uul allogcihcr The ctly could find ihsetf proposing iIk sale of major cilv assets lo p:t\ dow ii ns cnoniious debts 

"It's a siuiauon of 'Be careful w hat you w isli for.' said Jolm Poiiow . a Unri'crsil) of Miclugan Law Scliool 
professorw iiosc expertise is in bonkniptc) law 

fhosc wlio think it would be better to nio\c the battle over Detroit's financial future out of political deadlock in tlie 
corridors of Cih Hall and iIk .slntc Capitol and into a federal coiirlroom miglit be surprised at w hat Follow calls "a new 
iionnal " He sees federal bankruptcy judges becoming much more aggressive in forcing cliangc on distressed local 
go>cmnKms 

"The judges are much more invoK cd." Poltow said Tlr^ 're renccting an aiiKnabilit) to senous labor cuts, and I 
think Hun's surprising too lot of people wlio didn't iliink ilro'd do much mbankmptcy. We :ire in a new era ofCluiptci 
9 hikI using 11 m new ways It's an unknowa unciiancd smd unprcdicmblc process. ** 
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To be sure, Dclroil Mayor Dave Bing and Gov. Rick Snyder say Uicy vvaiil lo avoid a bankruptcy filing for 
Michigan's largest city'. 

That wish w as underscored last week with Treasurer Andy Dillon's blunt w'aming tliat unless Detroit can manage a 
seemingly impossible amount of cliangc in the next Hvc weeks -- including the City Council approving crucial contracts 
oil Tuesday aimed at restructuring city government — llie stale will be left vvitli little choice but lo appoint an emergency 
rinancial manager. Dillon said the 30-day review process lo iuslall a manager will begin tliis week. 

But giv'en the slow' pace of reform and the political clash over liow' to get there, it's becoming increasingly' unlikely' 
Detroit can remain solvent. Snyder told the Free Press last week that liis staff lias begun reviewing niLimcipal 
banlcniptcies in other states, and tlie picture is not one they w'ant to replicate in Micltigan. 

One liigh-ranking city official, speaking on condition of anoiiymily. confirmed tliat Dillon told city officials tlic 
state has begun preliminary' discussions about tire lev'el of losses the state might ask the city''s major creditors to take in 
case bankruptcy can't be avoided. The Bing administration insists it's w'orking on a himaround and not bankniptcy. But 
oil Friday. Bing acknowledged it's a possibility tliat he's working strenuously lo av oid. 

Douglas Bernstein, w ho leads the banking, bankniptcy and creditors' rights practice at Pluiilvelt Cooney law rinii in 
Bloomfield Hills, said that although he couldn't coimiicnt directly on what's liappciiing in Lansing witli Detroit's crisis, 
"such preparations are pmdent because there's contingency' planning tliat has to be done." 

"Ideally, you hope to do a restrachiring outside of bankniptcy - bankruptcy being the last resort." Bemstein said 
Friday. "Tliat being said, you should have a contingency plan in tlie e\ ent you're unable to do it, " 

'It's going to be liard' 

Bing and his staff liad hoped for more lime for Detroit's financial stability agreement lo extract reforms llirough pay 
cuts to city workers and reductions in pension and health care benefits. City officials say the cuts could save Detroit 
more than SI 00 million a year, and the savings will begin lo bearfmit in early 201.3. 

Unlike a federal bankniptcy judge who may have little or no lies to Detroit, the joint city-state financial advisoiy' 
board tliat lias inajor sway' ov'er tlie city^'s finances has considered both tlie urgent need to fix Detroit's budget crises and 
the need to maintain crucial public sen ices, said William (Kriss) Andrews, the program management director 
o\'crsccing Detroit's reform agenda. 

"They've taken a wise and broad view, au enlightened view, of its cliarter to do both things," Andrews said, "We 
fully intend to be successful. It's going to be hard, and we recognize that." 

Andrews was adamanl tliat the city docs not wanl lo file for Cliaplcr 9 and is not working on preparations for it or 
exploring the potential impact. 

"There could be all sorts of implications, and tiying to sort them all out right now is premahire and inappropriate," 
Andrews said. "Right now, we're try ing to implement the refonn agenda, and that's what w e're working on." 

Council action 

The council is scheduled lo vote Tuesday on new contiacts for auditing firms lo review fraud in Qie city's workers 
compensation claims and in health care dependency eligibility, and another to rev iew how Dclroil collects property 
taxes. 

The council also will revisit a controversial $300,000 contract for the Miller Canfield law' firm, which Bing hired to 
advise him on the city 's consent agreement. The council previously rejected the contract, saying the law finn has 
conflicts of interest because it helped write the stale's now-repealed emergency manager law. as well as llie financial 
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stability agreement iliat so far lias failed to fix Detroit’s fiscal mess. 

Those contracts are among several goals Bing and the state agreed to meet in order for the state Treasury to release 
$30 million in bond proceeds to keep the city afloat. Bing warned city employees tliat tliere will be widespread 
furloughs beginning in Januaiy' and lay offs as soon as he can ucgodale llicm with cilv unions — even if ilic cil\ gels tlic 
$30 million. 

The deadlock was underscored when Moody’s Investors Scrv'icc dow ngraded Detroit's bond rating deeper into junk 
status. Moody's cited uncertainty after the repeal Nov. 6 of Public Act 4. the emergency' manager Unv. as weakening 
state oversight of Detroit and raising the risk of a city bankmptcy or default in the ne.xl 12-24 inonlhs. 

Bing's administration says the city will be able to make pay roll Qirough the end of tlie year, but the city is on track 
to be $47 million in the hole by June 30 witlioul an influx of cash from the $ 137-million bond sale tliai was intended to 
keep Detroit solvent while it restmetures. 

Andrews said Detroit is not now' at risk of missing debt payments, and he and Bing’s office said they believed the 
city w ill be able to manage the cash crisis witlr furloughs and otlier cuts yet unidentified. Union officials, however, 
question w hether the savings from furloughs outw eigh llie disruption to city serv ices. 

But absent the ability of tlic city to significantly modify collective-bargaining agreements -- a pow er tliat died with 
Public Act 4 - "T think it ends up being inevitable" that Detroit will file for bankmptcy, Bernstein said. 

"At some point, the city' is going to be at the brink where it can no longer afford to negotiate and it has to move 
forward with a plan," Bernstein said. "1 don't know right now' what that point isor wlvit date." 

About the process 

A bankmptcy filii^ w ould be a compheated. painfiil process that could stretch out for years. Icngtlicncd in no small 
part by political divisions and opposition from city unions and creditors. 

Bernstein noted that without appointment of an emergency' financial manager, tliere could be a legal battle between 
Bing and the council over w'lio represents the city in bankmptcy court, and legal challenges from relirees and creditors 
over whctlicr Dclroil qualifies for banivruptcy prolcclion. 

To qualify for bankruptcy proicciion, Dclroil would Itavc (o prove: 

• It is unable to pay bills as they conic in. 

It wants to create a plan to fix its financial problems. 

It lias eitlier readied agreement w ith a majority' of its creditors or negotiated in good faitli w ith creditors but has 
been unable lo reach a resolulion. 

Tliai area of law is one of die main drawbacks lo a bankmptcy filing, spurring cosily, lime-consuming battles as 
creditors "fight like banshees over the efficacy of the petition, whether the petition should be filed," said Andrews, who 
before being hired by Bing worked as an executive for a company that filed Chapter 1 1 bankmptcy' in Febmaiy' and 
ended up laying off 30U employees. "And months go by with you only paying professionals to argue about wlietlier you 
liavc llic right to file in the first place." 

Andrcivs wouldn'l spcculalc on wiiai sorts of cuts ihc city mighl seek, bul the slakes arc dear. Dclroil's long-lcnn 
debt alone exceeds $12 billion in retiree pension and benefits costs and bonds. That would make it by far the largest 
U .S. municipal bankmptcy ever, Detroit, w ith about 7(H),0()() residents, also w'ould be the largest city' by population to 
liave filed for CliapLer 9. 
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'A siigina altaclicd' 

Despite recent high-profile bankruptcy filings. Cliapter 9 occurs infrequently compared with corporate orpersonal 
banlcmptcies. with fewer than 700 filed since the 1930s, experts say. A Detroit banlcruptcy ivould pul the city in 
coinpaiiN with a growing number of municipalilics across the country tliat ran into deep trouble amid the Great 
Recession and its housing crash. That recession was exacerbated in the Motor City by rapid depopulation, liigh pox erty 
rates, bhglit and loss of manufaciuiing jobs. 

Detroit's debts dwarf the more than $4, 2-billion bankruptcy' filing in 201 1 of Jefferson County'. Ala., with 
Binninghaui as its county seat. Tliat banlcniptcy was triggered largely ox er a sewer bond debt. 

The largest U.S. city to file for Chapter 9 xvas Stockton, Calif., population 300.000. xvilli $700 million in bond debt 
and nearly $150 million in unfunded pension obligations. That city cast of San Francisco filed for bankruptcy protection 
in June, folloxvedjusi xveeks later by the smaller San Bernardino, east of Los Angeles, with $1 billion in debt. 

Part of xx'hat has kept municipal bankruptcies low compared with corporate orpersonal bankmptcies is the badge of 
shame associated with it. Bemslein said. 

"From a city standpoint, right or xvrong, there's still a stigma attached." he said. "In lire old day s, it xvas perceix ed 
tliat if you filed for bankruptcy protection, you'd failed. In my practice, tlic stigma is reduced, but in certain 
circumstances, it's still there." 

Bernstein argues that there's an optimistic side to bankmptex', giving cities the chance to clear out debt, reduce 
legticy costs and restructure government with a "clean sheet going forward." 

But it's a painful process to get tliere. Municipal bunkniptcies can result in reduced public serxdces, furtlier work 
force cuts, consolidation or elimination of some departments and drastic reductions lo pay and benefits for w orkers who 
keep theirjobs, Cunent workers and retirees could lose health care benefits oiitriglit or sec tlicm significantly sealed 
back, Those are among the costs strangling Detroit, which already has reduced health care and pension benefits for 
current city’ workers and trinuued health care for retirees. 

It also could mean new taxes on residents, workers and businesses to boost the city’'s revenue, although hefty 
increases aren't likely, Pottow said, 

"Substantial tax increases to raise revenue is not viable for a city as economically fragile as Detroit." Pottow’ said. 
"Creditors aren't stupid. Tliey know that." 

'Bankruptcy liangoxer' 

Vallejo. Calif., is still recovering from tliree years in Cliapter 9. a year after it emerged from baukruplcy . having 
spent $12 million in legal fees alone. 

The sliipy ard toxvn filed for bankruptcy' in May 2008, buried under wiiat City Manager Daniel Keen said were 
generous pay and benefits packages the town northeast of San Francisco could no longer afford. 

Today. Vallejo operates on a comparative shoestring. Before bankmptcy. the city' of 1 15.()()() residents had 148 
police officers: it's now doxvii lo 93. The city said it liad no choice but lo close several fire stations. Every department in 
the city took at least a 25% cut in staffing. Vallejo stopped street maintenance for several years. It wluiQcd previously 
generous health care benefits for most cmplox'ccs to what Keen said is now a minimal plan, And a bankmptcy' judge 
approx ed dissolving some emplo)'ee union contracts mid restracturing others. 

Keen said the city's xvork force of about 500 now is "a bare-bones of staff doing the same work required to serv e a 
city of 115.000 people." 
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"The public safely needs didn't go away. We didn't have fewer poliec situations. We didn't liavc fewer fires. We 
didn't hav e fewer street problems," Keen said. "It's been a real challenge." 

But worse, he said, is the perception of financial failure. Keen said he's working to give people confidence tlial 
Vallejo is a city dial works widiiii its means to grow its economy . 

"The decision to go into bankruptcy lias cliangcd the relationship of the city to its residents, and the stigma of going 
into bankmptcy^ is not something T w ould wish on anyone." Keen said. "Time will tell how long it takes to get rid of that 
reputation. We're going to be dealing with the bankruptcy hangover for a long time," 

Detroit council President Charles Pugh acknowledges that his city faces those same prospects, despite its often 
acrimonious efforts to reduce costs and cut wages and benefits to avoid deeper slate inlerv eiilion. 

"It's frusliating and scary at die same lime." said Pugli, wIk) sdll considers Cliaplcr 9 a last resort. 

"We can't keep spending money we don't liavc. cidicr," he said. "At some point, we liavc to come to a resolution. 
Plans on paper are only as good as their execution. The reality is, it w^ould be painful." 

Contact Matt Helms: 313-222-1450 or mhelmsi@freepress.com 

More Details; Q+A about banluuptcy 

How would Chapter 9 bankruptcy affect the residents of Detroit? Here are some answers to common 
questions. 

QUESTION: Might city senices be cut more? 

ANSWER: It would certainly be an option. Detroit Mayor Dave Bing and the Clty^ Council already have 
w'orked to transfer the city's health and human services departments to private nonprofit entities, for example, 
and Bing privatized mimagement of the Detroit Department of Transportation. City officials or an emergency 
financial manager could propose more of the same in other departments. 

Q: As a resident, would my taxes go up? 

A: Quite possibly. The city could choose fnmi a variety <if taxes to raise, although experts say steep increases 
aren't likely because residents <md businesses already are highly taxed, and more taxes could hurt an already 
fragile city. 

Q: Could Detroit be forced to sell otT assets? 

A: Under the federal bankruptcy code, crcditoi's and judges can't force the city to do so, but the city or an 
emergency financial manager could propose selling assets to pay ilcbts - provided that wouldn't adversely affect 
crucial public sen ices or violate the city charter. 

Q: Can union contracts be terminated? 

A: Yes. The city or an emergency financial manager could propose hig changes or dissolve them altogether, 
provided the judge sees it as legal and the best way forward. 

Q: What about my pension? 

A: If you're already retired and coliecting a pension, that benefit is pretty much untouchable. But pension 
benefits for current workers could be significantly reduced or restructured. 
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Q: What about health care benefits? 

A: They could be cut drastically or eliminated, for both retirees and aetive city workers, if the city seeks that 
option and a bankruptcy judge approves it. 

What happens under Chapter 9 

■ Under current state law - w hich could change if the Legislature and Gov. Rick Snyder approve a new 
emergency manager law' this week - the only person who can request a municipal bankruptcy is an emergency 
financial manager appointed by the state. 

■ That manager would recommend bankruptcy to the local emergency financial assistance loan board, a 
committee of gubernatorial appointees who could either accept or reject it. 

■ Votei’s repealed Public Act 4 in November, and although the governor and state Attorney General Bill 
Schuette say the state reverts to its previous law - Public Act 72 - that's being challenged in court by unions. If 
not an emergency financial manager, it's not clear whom the city might select to handle a potential Chapter 9 
filing, or w hether Mayor Dave Bing and the City Council could agree on one candidate. 

■ If Snyder's hoard wei’c to approve a bankruptcy filing, the chief judge of the Cincinnati-based LI.S. 6th 
Circuit Court of Appeals would appoint a judge to handle the case. Creditors, unions and others fearful of losing 
money or benefits could mount a lengthy challenge on whether the city qualifies for Chapter 9 under the federal 
bankinptcy code. Given the stakes and the amount of Detroit's debts, the entire process could drag out for years 
and cost the city' hundreds of millions of dollai*s in legal fees. 
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Dcirotl. a cii> now as famous for ns collapse as its car tndusm . appears lo be da> s awa> ffoiti bcconung the biggest 
inunicipul bankruptcy in history . 

KcNyiiOrr. iIk city's emergency imntagcr. is trying to mmiciurc S2t)bn (C13bn)lnlongAenn debt and is stniggliiig 
lo broker a deal between llic city's bondholders and its pension funds. 

If no agrvcincnl can be readied, llic cily may Ole for a Cliapicr 9 bankruptcy . w hich allow s miinicrpal bodies lo 
reorganise Uicir debts. Sucli an outcome would dwarf llic prc\'iotis record niiitg.s by JefTcrson County . Alabama and 
Stockton. California. JefTefson wnsihc previous record municipal bankruptcy , w hen it went bust in2t)l I owing $3bn 

Pension funds objectlitp to On's plan have taken legal action iliis week in a bid to slop him from iniilang iIk 
histone move. 

Ollier big chics liavc teetered on llic edge of bankiupicy • New York Cily in 1975. Cleveland in 1978 and 
Philadelphia in 1991. Bui all eventually brokered deals railicr Uiaii face tlic dire consequences of going bust. 

"Detroit has sev en; difficulties but this would be an cviraordinaiy cv enL* said James Spioilo. a Cliapicr 9 expen 
and licad of the bankruptcy unit at Chicigo's Chapman &. Cutler 

A tJurd of Detroifs popublion of 7lH).0<K) liv e below tlic pov city line Tltc cily w onld be even more stigmatised by 
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a filing and its cost of borrowing would soar. Officials could spend years battling in the court over w ho is owed wliai. 
"Chapter 9 is time-consuming, expensive and uncertain." Spiotto said. 

Orr. too, has said banleraptcy is not Ms preferred option. But he may lia^'e no choice. Detroit has been Mt by a 
declining population and 40.000 buildings and parcels of land in the city arc vacant, according to llic Wall Street 
Journal. The tax lake lias fallen and spending has been $100m a year more Qian Qie amount raised for Qie past five 
years. 

His plan to avoid plunging the city into bankraptcy is to slash benefits to retired people, including pensions and 
health-care, and cut already mininml services to Uie bone. Pohee officers and firefighters w ho relire before Qie age of 
55, for example, w ould get no healthcare under one proposal. Retirement benefits for municipal workers could be just 
10% of w dial Qiey should be due to receive. 

Municipal bonds have traditionally been viewed as among the safest available investments but Detroit bondholders 
wall recen'e just cents for every dollar in debt they hold. 

When Central Falls in Rhode Island went bust in 2011. die state passed a law gh'ing bondholders priority over other 
creditors. Detroit's investors must now be wondering wheUier bankruptcy vvoiQd give them a belter deal. 

Neither side is liappy w ilh Orr’s plan but they do not seem w-ilhng to ncgoiiaic a scUlcmcnl. 

The city's two pension boards - the General Rclircmciu System and llic Police and Fire Rciircincni System - sued 
Orr and Michigan's governor Rick Snyder this week in an attempt to block a bankmptcy. 

Orr. a lawyer, w-as appointed in March after Snyder declared a financial emergency\ He previously helped steer 
Cluy’sler out of banlciuptcy but tliis is a dilemma of a different magnitude. 

Even after years of dcchne. Detroit rcniains the US's 18th biggest city'. Its finances may liavc liit an all-limc low but 
its business is bouncing back, The car firms that made the city are back in nide health and downtown Detroit is being 
revitalised by new' businesses. 

Some local business leaders believe tlie ciro lias already liit rock bottom and iliat a stronger Detroit is already 
emerging. 

Dan Gilbcn. founder of the Quicken Loans insurer, lias been rebuilding dow mown and encouraging new businesses 
to come and old ones to move back into the city. In a recent interview wnth the Guardian, he backed Orr’s tough 
financial plans: "He is finally going to do wliat needed to be done if not in the last several years then in the past decades. 
It's essentially good new s for Qie city because it means Qiis period is coming to an end." 

Cap lions; 

A \ acanl home in a once tliiiv ing iicighboiirliood on the cast side of Dciroil, w here municipal finances Imvc Ml an 
all-time low' Photograph: Rcbccca Cook/Raitcrs 
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-Governor, unions, bondholders challenged Hamsbiirg ease 
-Hamsburg to coniinuc dow n path toward state lecciv ership 
-Harrisburg struggles under $.3tKiM in trash incinerator debt 
(Updates with niarlcel reaction, background ihrougliout.) 

By Katy Steefa 

Of DOW JONES DAILY BANKRUPTCY REVIEW 

A bankniptev judge tluew out Harrisburg's conirovcrsini Cluiplcr 9 bankniplcv ease, putting Pcnns>lv.inia's capiUU 
city on the path to rcltabililate its fmancial troubles tmder tlic slate's coutmi 

Judge Mar> France of die U .S. Baiikmptcv Court in Humsburg dcicmuncd Wednesday Uiai a band of ciiy 
councilors failed to follow the suite's well-denned procedures for distressed muiticipaliiies w hen iltcy put tlic city of 
roughly 49.(K)li residents under bunkruplcy protection Iasi month. 

"For Chapter 9 bankruptcy to work, all of llv branches of a nnimcipality nmsi be on (he same page." France said ni 
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a court hearing. 

State leaders, bondholders and even the city's ow'n mav'or had challenged the validiri of the city^'s bankruptcy 
petition, vvliich w as filed Oct. 1 1 w itli tlie signature of city councilor Susan Brow n- Wilson. Earlier tliis year, tlie state 
passed an anli-bankruplcy law llial discouraged smaller, distressed municipalities from Tiling for protcclion— against tlie 
llireat of losing state aid. 

Harrisburg's finances have strained against S300 million in growing debt from an expensive trash incinerator 
project that was meant to turn the cily-'s waste into eTle^g5^ 

The dismissal leav’es tlie state to move forward on its takeover of the city-'s finances. Earlier tliis month, a state 
agency under tlie direction of Gov. Tom Coibett asked a state judge to appoint bond altomey Dav id Unkovic as the 
city's receiver. 

The court is expected to give tliat request a first look on Dec. 1. 

Attorney Mark Schwartz, who fought for Harrisburg's petition onbelialf of city councilors, criticized the judge for 
focusing too narrowly on grammatical issues. 

"Tliis is the ideal case to end up at the United Slates Supreme Court" said Schwartz, declining to say wliether he 
would appeal Qie nJing, "i lliink she was nervous about declaring a slate statue as unconstitutional," 

The dismissal should come as a relief to municipal bond market participants, who don't like the unknowms that 
come with Chapter 9 bankniptcy. Filings are relatively rare from local governments, and there is vety' little case law' that 
establishes how the process unfolds, 

The $2.9 Irillion muni market sluiigged after news of the dismissal late Wednesday wiili trading desks lliiii aliead of 
Thanksgiving. Still, muni-bond buyers should view the move as a positive, something tliat could be reflected in prices 
after the holiday. 

"It would be nice if all municipalities and government could sun-lve on tax dollars alone, but the realitj’ is 
government needs to borrow money in many forms and in so doing it is necessan' to respect the criteria and 
cxpcclalions of the financial community." said Neal Colton, who spoke on bclialT of the slate during llic licaring. 

Harrisburg's dismissal marks the 82nd municipal bankruptcy since 1980 case dial’s been ilirown out of court shortly 
after it was filed, according to Jim Spiotto. a partner at tlte Chapman and Cutler LLC lawfinn in Chicago who 
specializes in law's affecting financially troubled municipalities, Tliat's nearly a third of all 261 municipal bankniptcy 
cases filed since dial dme. 

Nearly lialf of U.S. states, vvliich are each required to lay out their own rules for how mimicipahlies file for 
bankruptcy , either proliibil or don't c.xprcssivcly aiilliorizc local municipalities to file Cliaplcr 9 protection. Many other 
set strong limitations on those types of filings. 

With such strict and varying rales, the issue of whether a city' lias the authority to file has become a common and 
often contentious issue that arises is such cases. 

Spiotto said dial diplomacy is an often cheaper method of solving problems for cash-strapped cities. 

"If wc allow a misperception about the crcditwortliincss of our municipalities, they'll have to pay more in die 
market vvliich means w c'll liav c to pay more as la.xpaycrs," he said in an interview dial look place before the hearing. 

Earlier this year, the Chapter 9 case filed by Boise Coimty', Idaho, case was thrown out after it was detennined that 
die county wasn't insolvent even diougli it faced a mulliuiilliou-dollar legal judgiiient. 
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The Cliapler 9 ease filed by Jefrerson Couuly, Ala., became the largest municipal baiikniplcy in U.S. liisioi>' wlieii 
it was filed on Nov. 9, breaking rceords set by Orange County^ Calif., when it sought protection in 1 994 with roughly $2 
billion in obligations. 

(Dow Jones Daily Banlvruplcy Review covers news about distressed companies and those under baiilvniplcy 
protection.) 

-By Katy Stcch, Dow Jones Daily Bankmptcy Review; 202-862-1344; kathcrinc.stcch:ri;dowjoncs.com 
-Kelly Nolan contributed to this article. \ 11-23-11 I703ET1 
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Wiinl lo gjiinbic but can’t make il to Vcg»s? Then bm bonds from an ailing municipalilv 

The amonni of money llini bond investors gel back in municipal bankmptcics \^ncs widch — even among cicdilors 
wIk) own dcbi w'itli similar characicnsiics. Moody's Investors Scmcc said this week. 

The conunentan is timeh given the ongoing dranLi in Puerto Rico, which lus about S70 billion tn oiitsL'inding debt 
that is wtdciv ow ned among U S. investors. TIk commonwealth lias been downgraded to junk rccenth by iwoniajor 
niliiig fimis. Moody's Im csiors Serv ice on Friday and Sliindard & Poor's Ratings Services earlier tlvis w eek. 

Puerto Rico, w Inch lias faced a struggling economv in tvccnl years, is not eligible for Chapter 9 municipal 
bankmplcv . but il is unclear how bond investors would fare if the island could not pay back its debt Island ofncials say 
liiev arc workuig to improve tlie commomvctilth’s Finances und liove assured im cstors thov will get ihcir nxmev back 

Moody 's analysts noted tIuM in the bankruptcy cose of JelTerson Countv . AU.. whichwos weigiied down by more 
liiaiiS3 billion m sewer debt, investors who owned sewer bonds got bock 54.1% of llicir money . However. J.P. Morgan 
Cliase ended up with a recovery closer to 50%. (Moodv’s did not include in its cilculations a fitic that J.P Morgan pend 
related tea bribery investigation connected lo ibc sewerbonds ) Other creditors got os much os 80%. Moody's said. 
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PM GMT 


Meanwliilc. invcslors who owned general-obligation bonds issued by Central Falls, R.L. made it out of bankruptcy 
with a 100% recovery'. In Vallejo, Calif., investors who owned debt tied to the city 's general fund made a recovery' of 
60% to 75%, In Stockton, Calif., the city wants im'estment firm Franklin Advisers to accept a 1 % recovery rate, while 
some otlier investors are getting lOO'Mi, Moody's said. 

hi Detroit, wliich filed Qie largest municipal bankruptcy ever last sununer. officials are sdll negotiating w iQi 
creditors. Still, the city 's original proposal included a potential plan for water and sewer bondholders to take a cut. The 
end result for Detroit bondholders remains uncertain-and the previous cases are unlikely to offer much guidance. 

"Recent outcomes in Chapter 9 banlcrupLcies are distinguis hed by die circumstances of die particular cases, and 
titerefore do not set broadly apphcable precedents." die Moody's analysts wrote. 

The data could be skew ed by die small number of municipal bankruptcies. From 1980 to 2010, tlicrc were just 239 
municipal filings, according to the American Bankmptcy' Institute. In contrast, there were nearly 44,000 commercial 
bankmptcy filings in 20 1 .3 alone, according to Epiq Systems. 

But if you're a betting man, you still might w'ant to wager on municipal bonds titan otiter types of debt. Moody's has 
said tliat die ultimate recovery for defaulted municipal debt from 1970 to 2012 w as about 60%. compared to 49% for 
senior unsecured corporate bonds from 1987 to 2012. 

More at The Wall Street Journal’s MoneyBeat blog, http://blogs.wsj.com/moneyb 
eat/ 

(END) Dow' Jones Ncwswircs 
February 07, 2014 14:56 ET (19:56 GMT) 
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REFILE-Two years after 
bankruptcy, California city again 
mired in pension debt 

* Vallejo struggling to pay pension costs 

* Pension fund, city's biggest aeditor, only one not touched in bankruptcy 

* City's plight a lesson to Detroit, other cities in bankruptcy 
By Tim Reid 

Oct 1 (Reuters) - Less than two years after exiting bankruptcy, the city of Vallejo, 
California, is again facing a budget crisis as soaring pension costs, which were left 
untouched in the bankruptcy reorganization, eat up an ever-growing share of tax 
revenues 

Vallejo's plight, so soon after bankruptcy, is an object lesson for three U.S. cities going 
through that process today - Detroit, Stockton and San Bernardino, California - because 
it shows the importance of dealing with pension obligations as part of a financial 
restructuring, experts say 

The Vallejo experience may be particularly relevant to Stockton, which is further along 
In its bankruptcy case than Detroit and San Bernardino and has signaled its intention to 
leave pension payments intact. 

All three current bankruptcies are considered test cases in the titanic battle between 
Wall Street and public pension funds over whether municipal bondholders or current 
and retired employees should absorb most of the pain when a state or local government 
goes broke 


hiipV/ttWtt rcutcis.coni/aniclc/2013/liVl)l/iisa-muitiapalit>-\allcjo-idUSL2NnHMU5C2lil3liKH 
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"Any municipai bankruptcy that doesn't restructure pension obligations Is going to be a 
failure because pension obligations are the largest debt a city has." said Karol 
Denniston, a municipal bankruptcy attorney in San Francisco. 

"A city like Vallejo can be reasonably managed but it is still going to be flooded out 
because it cannot be expected to keep up with its pension obligations." 

Caipers, the retirement system for California public employees, said it had "reached out" 
to Vallejo to discuss concerns. "Employers looking to cut costs have some options that 
can make benefits easier to manage in the near term, some of which Vallejo has 
already taken." Caipers said in a statement. "We are pleased Vallejo has remained 
committed to delivering on the pension promises it made to its employees." 

Caipers is the largest pension system in the United States and serves many California 
cities and counties. It has long argued that it has a much wider responsibility than 
managing pensions for individual cities. It says state law mandates that it is the 
custodian of the entire fund, and as such is unable to renegotiate pension rates that 
cities have agreed to with their workers. 

Vallejo, a port city of 1 15,000 near San Francisco that was staggered by the closure of 
a local naval base and the housing market meltdown, filed for Chapter 9 bankruptcy 
protection in 2008 with an $18 million deficit. 

During its three-and-half year bankruptcy, the city slashed costs, including police and 
firefighter numbers, retiree health benefits, payments to bondholders and other city 
services. 

The only major expense the city did not touch was its payments to the $260 billion 
California Public Employees Retirement System. 

"We realized we did not have the time or the money to take on a giant behemoth like 
Caipers," said Stephanie Gomes, Vallejo's vice mayor. 

Now city leaders say that growing, and unexpected, costs to Caipers are putting its 
post-bankruptcy budget under enormous strain. The city budget shows a deficit of $5.2 


hllp://www.rculcrs.com/arliclc/2()l3/l()/0l/usa-iiiimidpalily-vallcio-idUSL2N0HM()5C2()l.il()01 
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million for this fiscal year, and that is set to rise to $8.9 million next year unless 
significant cost savings can be found. 

When Vallejo entered bankruptcy in 2008, its annual employer payments to Calpers 
were $8.82 million, or 1 1 percent of the city's genera! fund, according to the city’s 
finance department. 

When it exited bankruptcy at the beginning of 201 1 , the payments to Calpers were just 
over $1 1 million, or 14 percent of the fund. The latest budget pegs those payments at 
$15 million, or 18 percent of the general fund. 

The increase comes largely from the recent decision by Calpers to lower its projected 
investment return rate, from 7.75 percent to 7.5 percent, and to change the way it 
calculates long-term pension maturity dates. 

Those changes mean cities, state agencies and counties must pay rate increases of up 
to 50 percent over the next decade. Vallejo expects an increase in pension contribution 
rates of 33 to 42 percent over the next five years. 

"Our five-year business plan was based on things we knew," said Deborah Lauchner, 
the city's finance director. 

"Now we have to figure out a way to pay for these new Calpers rates. Every time we 
react to the last rate change they impose, they come up with another one. I understand 
they want to improve their funding status, but it's on the backs of the cities." 

David Skeel, a bankruptcy law professor at the University of Pennsylvania Law School, 
said: "Vallejo made a conscious decision under enormous pressure not to mess with 
Calpers. That is a decision coming home to roost." 

Marc Levinson, of the law firm Orrick, Herrington & Sutcliffe, was the lead attorney for 
Vallejo in its bankruptcy and has the same role for Stockton. He says his clients would 
welcome pension reform in California, and he is the first to say that contributions to 
Calpers are a big problem for cities. 


hllp://www.rculcrs.com/arliclc/2()l3/l()/0l/usa-mumcipalily-vallcio-idUSL2N0HM()5C2()l.il()01 
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But, Levinson said, dealing with the issue is no simple matter 

"How does a city start a new pension plan when it can't pay its bills?", Levinson said, 
"How can a city break away from Calpers and still retain employees when other 
jurisdictions have a pension plan7' 

Vallejo has met in full its annual payments to Calpers since exiting bankmptcy, and 
even accurately projected them. 

"But just because a cost is projected does not make it sustainable." said Lauchner. the 
finance manager. 

Dan Keen, Vallejo's city manager, said the only way for the city to meet growing pension 
costs is to get more concessions from city unions - contract negotiations are underway - 
and to cut services further 

Keen said options were to slow or freeze hiring and make other cost cuts, for example, 
at the city marina But he added: 'The reality is we don't have anywhere else to cut." 

Gomes, the city's vice mayor, said of Calpers: "It's the biggest part of my city's problem 
I don't know any city that can afford it." 
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